EXHIBIT G



UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D C 20549

FORM 10-Q

QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the Quarterly Period Ended September 30, 2003.
or

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the transifion period from to

Commession file number 0-24309

Allegiance Telecom, Inc.

{Exact name of registrant as specified 1n its charter)

Delaware 75-2721491
{State or other jurisdiction {IRS Employer ldenttfication No }
of incorporation or organtzation)

9201 North Central Expressway
Dallas, Texas 75231
{Address of principal executive offices) {Zip Code)

(214) 261-7100
(Registrant’s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the

Secunnes Exchange Act of 1934 duning the preceding 12 months (or for such shorter period that the registrant was required to file
such reports) and (2) has been subjeci to such filing requirements for the past 90 days Yes EnNo O

NoE

Indicate by check mark whether the registrant 15 an accelerated filer (as defined in Rule 12b-2 of the Exchange Act) Yes O

As of November 19, 2003, the registrant has 124,742,246 shares of common stock, par value $0 01 per share cutstanding




ALLEGIANCE TELECOM, INC AND SUBSIDIARIES
FORM 10-Q INDEX

PART T FINANCIAL INFORMATION

Iterm 1 Financial Statements
t ondensed ¢ onsohidated Balance Shects as of September 30 200% and December 31 2002
€ ondensed Consalidared Statements of Operations tor the thige and nine manthe ended September 30 2003 and
2002
C andensed { onsohdated Statements of Cash Flow~ for the nine months ended Seprember 300 2003 and 2002
Notes to Condensed Consolidated Financial Statements

ltam 2 Managemant s Discussion and Analysis of mancial Condibon and Resulis of Opeaiations
{tem 3 Quantitatve and Qualitating Disclosures about Market Risk
frem 4 ¢ entrols and Procedures
PART (L OTHFR INTORMATION
{ftem | Leval Proveudings
frem 2 ( hanges in Secutities and U se of Proceeds
fem 3 Dielaults Lpon Senior Socunies
lem 4 submission of Matters toa Vote of Secanty Halders
ltem 3 Other Informauon
em b Ixhibis g Reports on Form S-k
Signatires

Tndow o Extubits

ra




PART L. FEINANCIAL INFORMATION
ALLEGIANCE TELECOM, INC. AND SUBSIDIARIES
(Debtors and Debtors-in-Possession)
CONDENSED CONSOLIDATED BALANCE SHEETS
{Dollars 1n thousands, except share and per share data)

September 30, December 31,
2003 2002
(Unaudited)
ASSETS

Current assets
Cash and cash equivalents 5 284,062 § 253311
Short-term investments 501 30,955
Restricted short-term investments 1,822 —
Accounts receivable, net 117 730 153,196
Prepaid expenses and other current assets 25,139 18,916
Total cutrent assets 429,254 456378
Property and equipment net 745,822 924,106
Deferred debt 1ssuance costs net 14,194 15,879
Long-tern investments, restricted 6905 381
Other assets net 2% 608 43,974
Totai assets § 1225783 § 1,441,218

LIABILITIES AND STOCKHOLDERS’ EQUITY (DEFICIT)
Current habilittes not subject to compromise

Accounts payable $ 37,895 § 59,282
Accrued habibties and ether current liabihines 81 324 124,444
Current portion of long-term debt — 561,532
Total current liabilities not subject to compronise 119,219 745,258
Liabihies subject to compromise (see Note 2) 1336,142 —
Long-term habilities not subject to compromise
Long-term debt — 639,691
Other long-term habihties 6 12,545
Total long-term liabifities not subject to compromise 6 652,236
Commitments and contipgencies (see Note 11)
Stockholders’ equity (deficit)
Preferred stock, $ 01 par value, 1,000,000 shares authorized, no shares 1ssued or outstanding at
September 30, 2003 and December 31, 2002 — _—
Common stock, $ 0] par value, 750,000,000 shares authomzed, 125,264,444 and 125,157,605
shares 1ssued and 124,742,246 and 124,830,110 shares outstanding at September 30, 2003
and December 31, 2002, respectively 1,252 1,251
Additioral paid-in capital 1,808,382 1,808,690
Common stock 1n treasury, at cost, 522,198 and 327,495 shares at September 30, 2003 and
December 31, 2002, respecuvely (45) (45)
Common stock warramnts i,857 1,857
Deferred compensation (2,569} (5,149
Accumulated deficut {2,038,461) (1,762.880)
Total stockholders’ equity {deficit) (229,584) 43,724
Total liabilities and stockholders’ equaty (deficit) $ 1225783 § 1,441,218

The accompanying notes are an ntegral part of these consolidated financial statements
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ALLEGIANCE TELECOM, INC. AND SUBSIDIARIES
{Debtors and Debtors-in-Possession)
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(Doliars in thousands, except share and per share data)

{Lnaudited)
Ning¢ Vionths Ended September 30,
2003 2002
Cash flows from operating activities
Net loss $ (275 581) § (452 515)
Adjustments to reconcile net loss to cash provided by (used 1n) operating activities—
Reorgamzation expense, net (1,247 —_
Depreciation and amortization 197,429 211 658
Provision for uncollectible accounts receiable 27 731 48 535
Gain on sale of investment (3,277) —
Accretion of investments (N {219)
Accretion of Senes B and 12 7% notes 6,659 35.902
Amortization of deferred debt 1ssuance costs 1,685 2395
Amortization of deferred compensation 2,240 2,042
Goodwill impairment charge 2,105 110,823
Changes mn assets and habihties —
Decrease (increase) 1n accounts receivable 8,261 (64 725)
Decrease (increase) 1n prepaid expenses and other current assets (8,836) 10,863
Decrease (increase) 1n other assets 5,804 (4.9401}
Decrease tn accounts payable {25,654) {17,177
Increase (decrease) 1n accrued hiabikties and other current habilities (60,573 40 079
Net cash used 1n operating activities before reorganizations ttems (123 255} (77 279)
Reorgamzation items
Reorganizanon expense, net 1,247 —
Net restructuring gam (10,795} —_
Reclasstfication of debt subject 10 compromise (1199,261)
Increase in post-petition restructunng accruals 4,930 —
Increase in Liabilities subject to compromtse 1,349,730 —
Net cash provided by (used 1n) operaling activities 22 616 {77.2T%H
Cash flows from investing activities
Purchases of property and equipment {15,880) (110.427)
Capntalized 1mterest (275) (5,810)
Purchases of subsidiaries, net of cash acquired — (28,479)
Purchases of investments (8,321 (57.634)
Proceeds from sale of investments 34,233 77 148
Net cash provided by (used 1n) investing activities 9,757 (125 202)
Cash flows from financing activities
Proceeds from 1ssuance of common stock, net 32 3,147
Proceeds from borrowings under semor secured credit facihties 7414 135 300
Payments on semor secured credn facihties (5,000) —
Payments on capital lease obligations (4.068) {5,037
Other — (1)
Net cash provided by (used in} financing acthvilies (1,622) 133,409
Increase (decrease) in cash and cash equivalents 30,751 (69,072)
Cash and cash equivalents, beginning of pernod 253311 374,084
Cash and cash equivalents, end of penod § 284,062 § 305,012
Supplemental disclosure of cash flow infermation
Cash paid for interest b 26,895 § 37,801
Supplemental disclosure of non-cash investing and financing activies
Assets acquired under capital lease obhgations 1,488 31,907
Farr value of assets acquired 1n business acquisifions — 58,825
Liabilities assumed n business acquisitions — 28,825
Common stock tssued for busimess acquesitions {242,968 shares at September 30, 2062) — 1,303

The accompanying netes are an ntegral part of these consolidated financial staterents
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ALLEGIANCE TELECOM, INC AND SUBSIDIARIES
(Debtors and Debtors-in-Possession)

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Three and Nine Months Ended September 30, 2003 2nd 2002
(Dollars in thousands, except share and per share data)
(Unaudited)

1. General

Allegiance Telecom, Inc 15 a faciliies-based national local exchange carrier that provides integrated telecommunications
services 10 business, government and other institutional usets 10 major metropolitan areas across the United States of America and 1t 18
focused primanly on small to medium-sized businesses Allegiance Telecom Inc was incorporated on April 22 1997, as a Detaware
carporation, and it and 1ts subsidianes are generally referred to herein as the “Company ™

The Company provides service sn major metropolitan areas in the United States of America as follows Atlanta Austin
Baltimore, Boston Chicage Cleveland, Dallas, Denver, Detroit, Fort Lauderdale, Fort Worth, Houston, Long Island, Los Angeles
Miam, Mmheapolis/St Paul, New York City, Northern New Jersey, Oakland, Ontano/Riverside, Orange County, Phuladelphia,
Phoenix, Prtsburgh Poriland, Sacramento St Louts, San Antonto San Dhego, 8an Francisco San Jose, Seattle Tampa, Washington,
D C, West Palm Beach/Boca Raton and White Plains

The Company has prepared the accompanying unaudited condensed consohdated financial statements 1n accordance with
accounung principles generally accepted in the United States of Amenca for intenim financial information and are 1n the form
prescribed by the Securines and Exchange Commission in instructions to Form 10-Q and Article 10 of Regulation 5-X Accordingiy.
they do not inctude all of the information and footnotes required by accounting principles generally accepted in the Umited States of
Amenca for complete financial statements The intenim unaudited condensed consolidated financtal statements should be read in
conjunction with the Company's audited conselidated financial statements as of and for the year ended December 31, 2002 In the
opinion of management all adjustments (consisting only of normal recurring adjustments) considered necessary for a fair presentation
have been (nciuded Operating results for the three and nine months ended September 30, 2003 are not necessanly indicative of the
results that may be expected for the year ending December 31, 2003

Certain amounts 1n the prior penod’s condensed consohdated financial statements have been reclassified to conform 1o
current peniod presentation

12 Reorgamzation and Gong Concern-

Voluntary Bankruptcy Filing. On May 14 2003 (the “Commencement Date™), Allegiance Telecom, Inc and all of its direct and
indirect wholly owned subsidiaries filed voluntary petinons for relief under Chapter 11 of the Uniied States Bankruptcy Code in the
United $tates Bankruptey Court for the Southern District of New York (the “Bankruptcy Court”} in order to faciliate the restructuring
of the Company s debt, trade habilities and other obliganons The Company 1s currently operating as “debtors-1n-possession” under
the junisdiction of the Bankruptcy Court and 1n accordance with the applicable provisions of the Bankruptcy Code, the Federal Rules
of Bankruptcy Procedure and applicable court orders In general, as debtors-1n-possession, the Company 15 authonzed under Chapter
1! to continue to operate as an ongoing business, but may not engage in transactions outside the ordinary course of business without
the prior approval of the Bankruptcy Court

Under Section 362 of the Bankruptcy Code, the fihng of a bankruptcy petition automatically stays most actions agawnst the
Company, cluding most actions 1o collect pre-petition 1ndebtedness or to exercise control of the property of the Company s estate
Absent an order of the Bankruptcy Court, substantially ali pre-petition liabihites will be addressed under a plan of reorgamization The
Bankruptcy Court has established November 26, 2003 as the bar date for filing proofs of claims The aggregate amount of pre-petition
claims 1s not known at this time since the bar date for clasms has not yet passed nor have all contract rejection claims been filed

Under Section 365 of the Bankruptcy Code, the Company tmay assume ot reyect certain pre-petition executory contracts and
unexpired leases, including leases of real property, subject to the approval of the Bankruptey Court and certain other conditions In
general, rejection of an unexpired lease or executory contract 15 treated as a pre-petition breach of the lease or contract generally
resulting n any breach damages being treated as pre-petition habilihes Counterparties to these rejected contracts or unexpired leases
may file proofs of claim agatnst the Company’s estate for damages, 1f any, relatnng to
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such rejections The Company cannot presently determine with certainty the ulumate aggregate lrabilsty which wili result from the
filing of clarms relating to such contracts and unexpired leases that have been or may be rejected

The United States Trustee for the Southern Distnet of New York has apponted an official commuttee of unsecured creditors
(the “Credutors” Committee™) The Creditors’ Commuttee and its legal representatives have a nght to be heard on all matters that come
before the Bankrupicy Court The nghts and clasms of vanous creditors and secunity holders will be determined by a plan of
reatganization that 1s confirmed by the Bankruptcy Court Under the prionty rules estabiished by the Bankruptcy Code, certain post-
petiton Liabilines and certain pre-petition habilties (e g sensor secured debt) are given prionity over unsecured pre-petition
indebtedness and need 10 be satisfied before unsecured creditors or stockholders are eptitled to any distibution Any Chapter 11 plan
filed by the Company may provide that unsecured creditors of substdsaries of Allegiance Telecom, Inc will need o be satisfied before
any distrnibuhion to the unsecured creditors or stockholders of Allegiance Telecom, Inc As a result, a plan of reorgamization could
result in helders of the Company's Series B 11 3/_1% notes due 2008 and 12 718% semor notes due 2008 recewving lutie or no value as

part of the plan of reorgamzanon Based on the Company s current discussions with certain creditors regarding a plan of
rearganization, the common stock of Allegiance Telecom, [nc wiif probably receive no vatue as part of the reorgamzanon

In order to exit Chapter 11 successfully, the Company will need to propose and obtain confirmation by the Bankrupicy Court
of a plan of reorganizatien that satisfies the requirements of the Bankruptcy Code As provided by the Bankruptcy Code, the Company
imtially bad the exclusive nght to file a plan of reorganization for 120 days from the Commencement Date which expired
September || 2003 Under a Bridge Order and vanious Supulation and Grders the imitial exclusivity pertod has been extended 1o
December 16 2003 There can be no assurance that the Bankruptey Court will extend the exclusivity pertod beyond that dake or that
the Company will file a plan of reorganization by that date 1f the Company fails to file a plan of reorgamzation during this period {or
any extended period approved by the Bankruptcy Court) or 1f such plan 1s net accepted by the required number of creditors within the
apphcable ime period any party i interest may subsequently file its own plan of reorgamization The Company has been in
discussions with varicus third parttes who may be mnterested in purchassng some or al) of the Company through the bankruptcy
process, esther through a 363 sale (a sale pursuant to Section 363 of Chapter 11 of the Bankruptcy Code) or 1n connection with a plan
of reorgamzation At this time, 1t 15 not possible to predict accurately the effect of the Chapter | 1 reorgamzation process on the
Company's business creditors or stockholders when the Company may emerge from Chapter 11 or what the disposition will be of
any claims against the Company The Company's future results depend on the imely and successful confirmation and implementation
of a plan of reorganization

Accounting Impact  These condensed consolidated financial statements have been prepared in accordance with the provisions of
the American Instuiute of Cerufied Public Accountants Statement of Position 90-7 “Financial Reporting by Entities in Reorganization
Under the Bankruptey Code * {“SOP 90-7") Pursuant to SOP 90-7, the Company's pre-petition liabilines that are subject to
compromise are reported separately on the balance sheet as an estimate of the amount that will ultimately be allowed by the
Bankrupicy Caurt

The foliowing table sets forth the liabihities of the Company subject to compromise as of September 30, 2003

September 30,
2003

Accounts payable and other claims 3 135,593
Senior secured credit facihities, vanable interest rate 472714
Senes B 11 3/;% notes, face amount $445.000 due Febmary 15, 2008, effective mterest rate

of 12 21%, at accreted value 440,489
12 T/K% setior notes, face amount $203,000 due May 15, 2008, effective interest rate of

13 24%, at accreted value 202,354
Captal lease obligations 84,992
Total habilities subject to compromise s 1,336,142

Pursuant to SOP 90-7, an objective of financial statements 1ssued by an entity in Chapter 11 15 to reflect its financial
evolution durmg the proceeding For that purpose, the financial statements for periods mcluding and subsequent to filing the Chapter
1| petition should distinguish transactions and events that are directly associated with the reorgamzation from the ongoing operations
of the business Cerlain expenses, reahzed gawns and losses and provisions for losses not directly related to ongoing operations are
reflected separately 1n the consolidated statement of operations as reorgamzation items (see Note {3)

Additionally, pre-petition debt that 1s subject 1o compromise must be recorded at the allowed claim amount which
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generally results in the write-off of any deferred financing amounts associated with the debt Only certain claims relating to pre-

petiuon debt have been allowed by the Bankrupicy Court as of September 30, 2003 As a result, a majority of pre-petiion debt suhject
to compromise 15 recorded at its pre-petstion value

Deferred debt 1ssuance costs include costs incurred by the Company 1n raising debt proceeds These costs were being
amortized to interest expense over the hfe of the related debt pre-petition [n accordance with SOP 90-7 the Company stopped
recording interest expense on the Company’s Series B 11 3/_,% notes due 2008 and 12 718% senior notes due 2008 as of the

Commencement Date Accordingly, the deferred debt 1ssuance costs related to this debt 1s no longer being amortized Under the Final
Cash Collateral Order discussed below the Company ts required to continue incurring and paying interest under 1ts senior secured
credit agreement Accordingly, the deferred debt 1ssuance costs related to the senior secured credit facilities continue to be amortized
{o interest expense over the hife of the debt

Certain pre-petition debt that 15 classified as subject to compronuse specifically the semor secured credit facihities, continues
to acerue nterest Interest on the remasming pre-petition debt that 1s subject to comprormse ceased to accrue when the bankrupicy was
filed On June 26 2003 the Company received final Bankruptcy Court approval for the use of 1ts cash collateral under an Amended
Final Order Authonzing Use of Cash Collateral by Consent (the “Final Cash Collateral Order”) The Final Cash Collateral Order
among other things (1) restricts the Company’s use of cash, (2} requires the Company to prepare and follow a budget and maintain a
mimmum weekly cash balance and (3) requires the Company to provide certain financial, operational and other information to 1ts
semor lenders and the Creditors” Commuttee Under this Final Cash Collateral Order, the Company 1s required to continue mncurnng
and paying interest under 1ts sentor secured credit agreement

The unaudited condensed consolidated financ:al statements contained herein have been prepared 1n accordance with
accounting pnncipies generally accepted in the Umited States of America applicable to a going concern and do not purport to reflect
or 10 provide all of the possible consequences of the ongoing Chapter 11 reorganization cases Specifically, the unaudited condensed
consohidated financial statements do not present the ameunt which will ultimately be paid to settle habilihies and contingencies which
may be required in the Chapter 11 reorganmization The Company bas nat filed a plan of reorganization as of this date but currentty
intends 1o file one tn the near 1erm The plan, when filed will be subject to the acceptance by the required credstors and approval by the
Bankruptey Court

In accordance with the guidance provided by the Financial Accounung Standards Board sn Statement of Financial
Account:ng Standards No 144, “Accounting for the Impairment or Disposal of Long-Lived Assets ™ the Company considered the
bankruptcy filing on May 14, 2003 a tnggenng event which required that the Company’s long-lived assets be evaluated for
impairment Based on management’s best estimate of the future cash flows of the Company, 1t has been determined that the
undiscounted cash flows generated from the Company’'s assets are sufficient to recover their current carrying value These cash flows
are based on numerous assumplions, including, among ather things. the Company conhnung te operate as a going concermn and the
achievement of certain operating results and cost reductions Management does not believe there have been any tnggering events
requining an evaluation of the Company’s long-lived assets for impairment during the three months ended September 30, 2003

Under accounting gwdelines commonly referred to as “fresh start,” the fair value of all assets of the Company will be
estimated as 1t emerges from bankruptcy in conformity with accounting principlies generally accepted in the United States of America,
specifically by Financial Accounting Standards Board 1n Statement of Financial Accounung Standards No 141 “Business
Combmations ™ Under fresh start accounting, an enterprise value will be determsned based on a plan of reorganszanion for the
Company and w11l be used to determine the fair value of all the Company's assets and liatlities at that tme The assumptions 1n the
plan of reorgamzation may vary from the assumptions used by the Company as of June 30, 2003 10 evaluate impairment of long-lived
assets, therefore the fair values assigned to the assets upon emergence may be different than the carrying values recorded as of
September 30, 2003 As a result, an adjustment to the fair value of long-lived assets may be required

Because of the ongoing nature of the reorganization cases, the outcome of which 1s not presently determinable, the unaudited
condensed consehdated financial statements contamed herein are subject to matena) unceriamnties and may not be indicative of the
results of the Company s future operations or financial position No assurance can be given that the Company will be successful in
reorgamzing its affairs within the Chapter 1| bankruptcy proceedings

As a result of the items discussed above there 15 substantial doubt about the Company’s ability to continue as a golng
concern The ability of the Company to continue as a going concern 1s dependent upon, but not frmited to, formulation, approval, and
confirmation of a plan of reorganization and the ability to obtamn posttive results of operations The unaudited condensed consolidated
financial statements do not include any adjustments to the recorded amounts or reflect any amounts that may be ultimately paid to
settle habilines and contingencies which may pe required in the Chapter || reorgamzation or the
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effect of any changes, which may be made in connection with the Company’s operations resulung from a plan of reorganization
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3 Stock-Based Compensation

At September 30 2003, the Company had three stock-based compensation plans, the 1997 Nonguahified Stock Option Plan
the 1998 Stock Incentive Plan and the Employee Siock Discount Purchase Plan The Company applies the provisions of Accounting
Principles Board Opimion No 25, * Accounting for Stock Issued to Employees™ (* APB No 257 and the related interpretations 1n
accounting for the Company’s plans Fixed stack option and restricted stock awards with pro-rata vesting are recognized as expense
using the straight-line method over the vesting penod Effective on the Commencement Date vesung for the Company s restricted
stock ceased as a result of the Company's bankruptcy proceedings, although amortizauon of deferred compensation related to
restricted stock continued and 1s included 1n the reported expense below (see Note 2)

Had compensation ¢ost for the Company 's plans been determined based on the fair value of the stock aptions as of the grant
dates for awards under the plans consistent with the method prescribed by the Financial Accounting Standards Board 1n Statement of
Financial Accounting Standards No 123, “Accounting for Stock-Based Compensation,” the Company s net loss apphicable to
commaon stock and net loss per share would have increased to the pro forma amounts indicated below The Company utilized the
following assumptions 1n calculating the estimated fair value of each stock option on the date of grant using the Black-Scholes option-
pricing model with the following weighted-average assumptions for grants

September 30, September 30
2003 2002
Dividend yield —% —%
Expected velatlity 123 0% 123 0%
Expected Isfe 30 30
Risk-free interest rate 205% 13M%
‘Three Vionths Ended September 30, Nine Months Ended September 39,
2003 2002 2003 2002
Reported net loss 3 {63 100) § (113,110) § (275,581) § (452.515)
Add siock-based employee compensation expense included
n reported net income 631 1510 2240 2042
Deduct stock-based employee compensation expense
determmined under fair value method for all awards (4,57) (15,878} (30,927} (72.014)
Pro forma net loss 3 (67.040) § (127478) § (304,268) $ (522 487)
Net loss per share basic and diluted -— as reported £ (052) § (097) & 228) § (3 8%
Net loss per share. basic and diluted — pro forma 13 055 § (109) § (252} § (4 49)

4 Busmess Acqmisitions:

On June 17 2002, the Company purchased substannally all of the assets and assumed substantially all of the iabuiues of
WorldCom'’s customer premise equipment sales and equipment maintenance bustnesses, known 1n the ndustry as “Shared
Technologies Fairchild” or “Shared Technologies ™ The acquisition was accounted for using the purchase method, and accordingly,
the net assets and results of operations of Shared Technologies have been inciuded 1n the Company’s consolidated financial statements
since the date of acquisition

Revenues of Shared Technologies included n the Company's condensed consolidated financial statements for the three
months ended September 30, 2003 and 2002 were $27 770 and $40,269, respectively Total revenues mcluded for the mine months
ended Septernber 30 2003 and 2002 were $91,130 and $45 741 respecuvely Total network expenses related 1o the Shared
Technologies businesses for the three months ended September 30, 2003 and 2002 were 516,763 and $23,635, and for the nine months
ended September 30, 2003 and 2002 were $53 909 and $27.908, respectively

The tollowing presents the unaudited pro forma results of the Company for the three and nine months ended September 30
2002 asf the acquisition of the Shared Technologies businesses had been consummated at the begining of
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the period presented The pro forma resuits are prepared for comparative purposes only and do not necessanty reflect the resuits that

would have occurred had the acquisitions occurred at the beginning of the penods presented or the results which may occur i the
future

Three Vionths Ended “ine Vionths Ended
September 34, 2002 September 30, 2002
{Unaudited} {Lnaudited)
Revenue $ 219,539 ¢ 644,170
Net loss {113 110) {451 119)
Net loss per share, basic and diluted 097} (387

The purchase price of the Shared Technologies businesses was allocated to the assets acquired and habilities assumed based
on their respective estimated fair values ar acquisinon The Company's purchase price allocation was finahized during the quarter
ended June 30, 2003 [n connection with these final adjusiments related to pre-acquisinon assets and habihines, the Company recorded
additional goodwill of $2 105 At June 30, 2003 the Company's market capitahization continued to remain at a level below us book
value indicating that an impaurment of enterpnise goodwill existed as of June 30, 2003 Accordingly, the Company recorded a charge
of $2,105, reflecting the amount of the impairment as of June 340, 2003 10 ehminate the enterprise goodwill intangible

5 Property and Equipment

Property and equipment mcludes network equipment land, leasehold improvements software office equipment, furmiture
and fixtures and construction-n-progress These assets are stated at cost, which includes direct costs and capitalized interest and are
depreciated over their respective useful lives using the straight-hne method During the three months ended September 30, 2003 and
2002, $0 and $1,258 respectively, of interest expense was capuahzed related 1o network construction-in-progress Duning the nine
menths ended September 30, 2003 and 2002 $275 and 35,810, respectively, of interest expense was capitahized Repair and
mainienance costs are expensed as incurred

Property and equipment at September 30, 2003 and December 31, 2002 consisted of the following

September 30, December 31. Useful Lives
2003 2002 {In yesrs)

Network equipment % 1,168,598 § 1,148,583 2-20
Land 9,365 9,365 —
Leasehold improvements 141,889 145,713 7-10
Software 127,527 125,229 3
Office equipment and other 49,193 46,991 2-5
Furniture and fixtures 18,641 21 334 7
Property and equipment, 1n service 1,515,513 1,497,215
Less Accumulated depreciation (777,143 {592,069)

Property and equipment, 1n service, net 738,370 905,146
Construction-in-progress 7,452 18.960

Property and equipment, net § 745822 § 924,106




6 Other Assets
Other assets at September 30, 2003 and December 3] 2002, consisted of the following

September 30 December 31,
2003

2002

Acquired customer Lists $ 62,800 § 62 800
Long-tetm depostis 17 262 17,030
Equipment pending deployment 6,724 8,688
Other 1503 3,645
Total cther assels 88,289 94,163
Less Accumuiated amortization {58 681 {50 18%;

Other assets, net $ 20608 § 43,974

The acquired intangibles are being amortized over their esumated useful [ife of three years using the straight-line method
Amoruzation expense related 1o 1ntangible assets lotaled 38,492 and $26,844 during the nine months ended September 30 2003 and
2002, respectively The estimated aggregate future amortization expense for wntangible assets rematring as of September 30, 200345
as follows

Rematnder of 2003 1) 1,808
2004 2.311
Total 3 4,119

Long-term deposits include a $8 707 prepayment to AT&T for long-thstance services The Company has filed a motion to
reject its Master Carrier Agreement with AT&T under which this deposit was made 1f approved AT&T may have a rejection damage
claim that mav be equal to some or all of this prepayment and the Bankruptcy Court may allow AT&T 1o offset some of all of its
rejecuion damages against this prepayment The parties are currently engaged in negotiations

Equpment pending deployment consists of equipment purchased and bemng staged for deployment in the Company’s
network Tins equipment will be classified as property and equipment when 1t 1s deployed

7. Accrued Liabihities and Other Current Liabilities

Accrued liabslities and other current liabihties at September 30 2003 and December 31, 2002, consisted of the following

September 30, December 3.
2003 2002

Accrued employee compensation and benefits 3 20115 3 11,824
Accryed network expenses 11,571 52,643
Business acquisition costs — 10,502
Accrued taxes 14,247 10,051
Acerued interest expense 754 4,154
Deferred revenue 29,287 29.009
Other 5,150 6,261

Accrued habilities and other current hathties 3 81,324 § 124 444




Included 1n business acquisition costs at December 31 2002 15 $6 684 of reserves primanly for tertminauon of acquired
redundant network elements and closure of acquired duphcate facthities At September 30, 2003, all business acquisitions costs are
tnchuded 1n habihities subject to compromise 1n accordance with SOP 90-7 (see Note 2)

8 Long-Term Debt

As a resuit of the Company’s bankruptcy proceedings, all contractual debt payments are suspended and subject to revised
payment terms duning the bankruptcy process on a specific case basis As discussed in Note 2 the only debt payments being made as
of September 30, 2003 relate to interest on the senior secured credit facilities and menthly payments under capital leases Additionaliy
as a result of the bankruptey filing, there 1s an event of default under the senior secured credit facilities and both senes of notes which,
by their terms would ordmarily accelerate all amounts due upon the event of defaul

The senior secured credit facilities notes and capital lease obligations are now classified as habuhties subject to compromse
{see Note 2) and are not reflected 1n the table below No changes to the carrying amount of these debts have been made 1n the
accompanying condensed consolidated balance sheet as a result of the filing

Long-term debt at Septermnber 30 2003 and December 31, 2002, consssted of the followng

September 30, December 31
2003 2002

Series B 11 3/_‘% notes, face amount $445,600 due February 15, 2008, effective interest

rate of 12 21%, at accreted value $ — % 433974
12 7:’8% semior notes face amount $205 000 due May 15, 2008, effective interest rate

of 13 24%, at accreted value — 202,210
Semor secured credit facilimes, vanable interest rate — 470,300
Capital lease obligations (see Note 9} — 94,739
Total debt — 1201,223
Less current portion of long-term debt — 561532

Long-term debt $ — 5 639691

Semior Secured Credit Facilities. [n February 2000 the Company closed on $500,000 of semar secured credit facilinies (the
“Credit Facilities™) The Credit Faciliues consist of a $350,000 seven-year revolving credit facility and a $150,000 two-year delayed
draw 1erm loan facility Interest 1s generally the London [nterbank Offered Rate (“"LIBOR "} plus 4 5G% As of September 30, 2003,
there were $326,925 and $145,78% of borrowings outstanding under the seven-year revelving credit facility and the two-vear delayed
draw term loan facility, respectively The blended borrowing rate an outstanding borrowings at September 30, 2003, 15 5 63% and wit
rematn fixed unt:} December 24, 2003

The Credit Facilities are secured by { 1) the caputal stock of Allegiance Telecom Company Worldwide (which stock 1s owned
by its parent holding company, Allegiance Telecom, Inc ) and (2) substantially ait of the assets of Allegiance Telecom Company
Worldwide and 1ts subsidianes, including the capital stock owned by that entity in each of 11s subsidiaries The Final Cash Coilateral
Order also provides the sentor lenders with certain replacement liens as described in such Order Under this Order and various
Stpulation and C onsent Orders the Creditors” Commuttee has until December |, 2003 to among other things, challenge the senior
ienders™ prepetition liens, claims or secunty nterests or the lenders’ pre-petition obligations

On November 27, 2002, the Company reached an agreement with 1ts senior bank creditors regarding modifications to the
Credn Facilities Under this agreement, the Company obtained a waiver of all exisung financial covenants through Apnl 30, 2003 and
replaced those covenants during this period with a free cash flow from operations covenant and a total leverage covenant Under this
interim amendment, the Company could not permit 15 consolidated total debt to exceed at any time {1) $1.275,000 from November 27,
2002 through Apni 29, 2003 and (1) $645,000 thereafter Under the terms of the mierum amendment, the Company repaid $15,000 of
the Credit Faczlines which was apphied 10 the imnal amortization of the facility scheduled to begin in 2004
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1t Capitahzation®

During the nine months ended September 39, 2003 56,839 shares of common stock were 1ssued under the Company's
Employee Stock Discount Purchase Plan for proceeds of $32 There are no more shares avatlable for 1ssuance under this Employee
Stock Discount Purchase Plan

11 Commitments and Contingencies

In October 2002, the Company executed a Master Carnier Agreement with AT&T Corp Under this agreement, the Company
committed to purchase from AT&T Corp a minimum of $10 000 of services per year through February 2007 The Company has
filed a motion with the Bankruptcy Court to reject the AT&T Master Cammer Agreement  The parties are currently engaged n
negotsations

In March 2002, the Company executed a Commumnications Transport Services Agreement with Southern Califormia Edison
Company Under this agreement, the Company commutted to purchase from Southern Califorma Edison Company an average of $260
of services each month through March 2005 The Company has not yet assumed or rejected this agreement pursuant to the
Bankruptcy Code

In Apnil 2003 the Company executed an Agreement for Addinonal Services Security, and Settiement of Certain Matters
with WorldCom Inc (on behalf of uself and all of 1ts affiliates and subsidianes) Under this agreement the Company commatted to
purchase from WorldCom an aggregate of $14.000 of services frem February 28, 2003 10 Apnl 30, 2004 and an aggregate of at least
$12,000 of services from May |, 2004 to April 30, 20605 Furthermore, under this agreement, the Company agreed to (a} extend the
termn of 115 Domestic and Metro Private Line Special Carnier Service Agreement {*"MSA™) between WorldCom and the Company daled
September 2%, 2000 as amended, until April 30, 2005 and {b) increase the volume commutment under the MSA from $700 per month
10 $900 per month through April 30, 2005 The Company has not yet assumed or rejected this agreement pursuant to the Bankruptcy
Code

In October 2002, the Company execuled an agreement for financial advisory and investment banking services with Greenhull
& Co, LLC (* Greenhill } On September ]8, 2003, the Bankruptcy Court approved this agreement  Under the agreement, the
Company has agreed to pay Greenhull a transaction fee in the amount of $6,500, contingent upon the consummation of a plan of
reorganization or the sale of substannally all of the Company’s assets

In June 2003, the Company executed an agreement for advisory services with Impala Partners, LLC {“kmpala™) In August
2003, the Company executed an amendment to the orginaj agreement Under this amendment, the Company agreed to pay Impala a
success fee in the amount of $2,500 payable upon the effective date following confirmation of a plan of reorganization ot the sale of
the Company

12 Other Income and Expense

At December 31, 2002, the Company held an investment in commercial paper, which was included 1n cash and cash
equivalenss The onginal purchase price of the commercial paper was $9,025 Dunng 2001 the investment was written down to its
market value due to a decline n its value, which was deemed to be other than temporary Anumpairment of 53,069 was recorded to
ihterest income dunng 2001 Durning June 2003, the Company sold 1ts investment 1n the commercial paper in the open market for
proceeds of $9,233, which resulted in the Company realizing a gain of $3.277 The proceeds of the sale were re-invested in the
Company’s maney market investment accounts, which are classified as cash and cash equivalents

On Apnl 15, 2003 the Company entered into a settlement agreement with WorldCom 1o settle various disputes that each
party had against the other The settlement was approved by the Bankruptcy Court in the WorldCom Chapter 11 proceeding on May
28,2003 Under the settlement agreement, all pre-acquisition amounts payable to WorldCom that were related to the acquisition of
Shared Technologies were forgiven  During the quarter ended September 30, 2003, the Company determined that it was appropriate
1o recognize certain benefits related 1o specific terms of the settlement agreement and relieved those pre-petition habihities covered by
the settlement, resulting 1o a gain of $2.610
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ITEM 2 Management's Discussion and Analysis of Financial Condition and Results of Operanons

The following discussion and analysis relates to our financial condinon and tesults of operations and should be read in
conjunction with the accompanying condensed consolidated financial statements and notes to those financial statements contained 1n
this report, as well as the section captioned * Risk Factors™ in this repont Addibonally the foifowing descussion and analyses shouid be
read 1n conjunction with our audited consolidated financial statements and notes to those financial statements included 1n our Annual
Report on Form 10-K, as amended for the year ended December 31 2002 Allegiance Telecom Inc 15 generally teferred 10 1n the
remainder of this report as “we " our company "ot * Allegiance *

OVERVIEW

We are a factliies-based nationa! local exchange camer that provides telecommunications services 1o business, government
and other institutional users i majar metropolitan areas across the Umied States and we are focused pnimanly on small to medium-
sized businesses We currently offer an integrated sunte of telecommunications products and services including jocal, long distance
Internet, data cologation web hostng and customer premise equipment sales and manenance services Our principal competitors are
the incumbent {ocal exchange carriers (also known in the industry as the “ILECs"), as well as long distance carners, customer
premises sales and maintenance businesses, and other integrated commumeations providers

We began operations 1n late 1997 with an objective 1o grow rapidly and establish gur company as a rational local exchange
carner corenng the major metropohian areas across the United States By the end of 2001, we completed the network rollout in our 36
targeted markets Atlanta Austin Balumore, Boston, Chicago Cleveland, Dzllas Denver, Detroit Fort Lauderdale, Fort Worth
Houston Long Island Los Angeles, Miami Minneapohis/St Paul, New York Northern New Jersey, Oakland, Outarso/Riverstde, CA,
Orange County Philadelphia, Phoenix, Pittsburgh, Portland, Sacramento, 5t Lowss, San Antonio, San Diego San Francisco, San Jose,
Sesttle Tampa Washington, D C West Palm Beach/Boca Raton and White Plains NY

We use multipie technologies 1n our network and a rmixture of leased and owned facilities at the edge of our communications
netwark i order to effectively and efficently serve our customer base where 11 15 physically located Our focus 15 on providing
facihities-based services and we generally provide services via resale on a limned basis We utlize resale and what 1s known as the
unbundled network clement platform ("UNE-P )10 deliver services in a small number of sales where our facilities-based services
would not be practicable or cost effective and as an itertm measure untl the resold services can be converted to faciliies-based
services UNE-P 1s a method where a carner can lease all elements of a service from an icumbent focal carner, including switching
As of September 30, 2003, approximately 95% of our retail lines 1n service were provided over our own network facilities The
services that we provide via our own network generate higher margins than services provided by other carners that are resold by us
Consistent with our facilities-based approach we 1nstall voice and data aggregation and switching equipment 1n our own premises We
also install vorce and data aggregation equipment in the centra) offices or “hubs” of the exisung local incumbent carrier’s networks,
also known as colocation This vorce and drta aggregation equipment connects directly to customers through the “local loop ™ which
consists of the existing copper wire and fiber running from the local incumbent carner’s central offices to each customer location The
local Joop 15 owned by the incumbent carriess but can be leased by competitive camers under the terms of the Telecommumcations
Actof 1996 As of September 30, 2003, we had transmissions equipment colocated in 851 central offices Gur local presence in
incumbent local exchange carmer central offices along with our leasing of the local loops provides us with a flexible platform for
delivering traditiona} voice and data access services to end-user customers We connect our colocations 1o our main switching center
n each market by erther Jeasing additional network elements from the incumbent camners and other providers on a short-term basts or
by using dedicated fiber on a long-term basss We have increasingly focused on dedicated fiber because of the growth of our customer
base and traffic volume as well as its relsability

As we have developed our local nerworks to service end-user customers we have also attempted to capttalize on our
experise and 1nvestment at the edge of our network and 1 our intercity Internet backbone We have leveraged our network assets by
providing network solutions to other service providers, pnmarly the leading national and regional Internet providers These national
network providers have end-user customers but do not generally have the facihities and expertise to directly access these customers in
al} relevant geographic areas through the local loop Many of these providers focus on the residential Internet access market

BANKRUPTCY PROCEEDINGS
On May 14, 2003 (the “Commencemens Date™), Allegrance Telecom Inc and 11s direct and indirect subsidvanes filed
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voluntary petiions for relief under Chapter 11 of the United States Bankruptcy Code 1n the Umited States Bankruptcy Court for the
Southern District of New York {the “Bankruptcy Court”) The reorganizauon 1s being jointly adrmmstered under the caption * in re
Allegiance Telecom, Inc et al Case No 03-13057 (RDD)” (the “Chapter 11 cases™ We are currently operating our business as
“debtors-in-possession” under the junsdicuon of the Bankruptcy Court and 1n accordance with the applicable provisions of the
Bankruptey Code the Federal Rules of Bankruptcy Procedure and applicable coust orders In general, as deblors-in-possession we are
authorized to conlinue to operate as an ongoing busness, but may not engage in transactions outside the ordinary course of buginess
without the prior approsal of the Bankruptey Court We plan to continug operating our business 1n the ordinary course Consistent

with the provisions of the Bankruptcy Code we plan to pay our vendors for all goods and services provided or delivered afier the
Commencement Date

in order to reorgamze and emerge from Chapter 11 successfully, we wiil need to propose, and obtain confirmation by the
Bankruptey Court, a plan of reorganization that satisfies the requirements of the Bankruptey Code As provided by the Bankruptey
Code we mnally had the exclusive nght to file a plan of reorgamization for 120 days whech expired September 11, 2003 Under a
Bridge CGrder and varrous Stipuiaton and Orders, the initral exclusivity peniod has been extended until December 16, 2003 There can
be no assurances that the Bankruptcy Court will extend the exclusivity penod beyond that date  If we fail to file a plan of
reorganization during this period (or any extended penod approved by the Bankruptey Court) or 1f such plan 1s not accepted by the
required number of creditors within the applicable ume period any party 1n tnierest may subsequently file s own plan of
regrgamzation We have been engaged in discussions with vanous third parties who may be interested 1n purchasing some or all of our
campany through the bankrupicy process, either through 2 363 sale [a sale pursuant to Section 363 of Chapter 1 of the Bankruptcy
Code} or 1n connection with a plan of reorgamzation A plan of reorganization would address, among other things the terms of any
such sale the treatment of our pre-petition obligations, the revised caputal structure of the newly reorganized entuty and provide tor our
corporate governance subsequent to exit from bankrupicy There can be no assurance at this time that a plan of reorgamizanon will be
confirmed by the Bankruptcy Court ot that any such plan will be implemented successfully

Under Section 362 of the Bankruptcy Code the filing of a bankruptcy peution automatically stays most achions against a
debtor, including most actions to collect pre-petition indebtedness or 10 exercise control over the property of the debtor’s estate
Absent an order of the Bankruptcy Court substantially all pre-petition l:abitines are subject 10 payment 1f any, under the plan of
reorganization The Bankruptcy Court has established November 26 2003 as the bar date for filing proofs of claims The aggregate
amount of pre-petition claims 15 not known at this time since the bar date for claims has not yet passed nor have all contract rgjection
ciaims been filed

Under Section 365 of the Bankruptey Code, we may assume or reject certain executery contracts and unexpired leases,
inctuding leases of real property, subject to the approval of the Bankruptcy Court and centain other conditions In general, rejection of
an unexpired lease or executory contract 1s treated as a pre-petition breach of the lease or contract, generally resulung i any breach
damages being treated as pre-petition liabilities Subject to certain exceptions this rejection refieves us of performing our future
obligations under that unexpired lease or contract but entitles the counterparty to a pre-petition general unsecured clarm, 1f any, for
damages agawnst our estate caused by the rejection Counterparties to these rejected contracts or unexpired leases may file proofs of
claim against our estate for such damages, 1f any Generally, the assumption of an executory contract or unexpired lease requires a
debtor to cure most existing defaults, ncluding payment of any pre-petition amounts outstanding under such executory contract or
unexpired lease Due (o the uncertam nature of many of the patential rejection and abandonment related claims and to the uncentain
amount needed for cure payments, we are unable to project the magnitude of these claims and cure amounts with any degree of
cerainty at this ume

The Un:ted States Trustee for the Southern Distnct of New York has appownted an official commuttee of unsecured creditors
(the “Creditors Commitiee™} The Creditors” Commiiee and 1ts legal represemtatives have a night to be heard on all matters relating to
our Chapter 11 cases that come before the Bankruptcy Court There can be no assurance that the Creditors’ Commutiee will support
our positions or our ultimate plan of reprgamzation, once proposed, and disagreements between the Creditors” Committee and
Allegiance could protract the Chapter 11 cases and could negatively impact Allegiance’s ability to operate during the Chapter 1]
cases

The nights and claims of various creditors and security hoiders will be deterrmined by a plan of reorganyzation that 15
confirmed by the Bankruptcy Court, under the priorty rules established by the Bankruptcy Code, certain post-petition liabthties and
certain pre-petition habilities {e g our semor secured debt) need 1o be satisfied before unsecured creditors or stockholders are entitled
to any distributson Any Chapter 1§ plan filed by us may provide that unsecured creditors of subsidianes of Allegiance Telecom, Inc
will need to he satisfied before any distribution to the unsecured creditors or steckhoiders of Allegiance Telecom, Inc As a resuit, a
plan of reorganization couid result in holders of our bonds and other secunitses recetving hittle or no value as part of the plan of
reorganization Based on current discussions with our creditors
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regarding a plan of reergamzation, Allegiance Telecom, Inc common stock will probably receive no value as part of the
reorgamzation In hght of the foregomng, we consider our bonds and common stock to be ghly speculative and we caution the holders
of such securities that such secunties may utnmately be determuned to have no value Accordingly, we urge that extreme caution be
exercised with respect to existing and future investments in any of such securities and claims

At this ime 11 1s not possible 1o predict accurately the effect of the Chapter 1! reorganization process on our business, our
creditors or our stockholders or when we may emerge from Chapter 11 Our future results depend on the timely and successful
confirmation and implementation of a plan of reorgamzation No assurance can be given that we will be successful 1o reorgamzing our
affairs within the Chapter 1! proceedings

For copies of coutt filings made 1n our Chapter 11 cases, please go to the Bankruptey Court’s website, at
www nysb uscourts gov Please note that a PACER password 1s required 1o access documents on the Bankruptey Coun's website

RECENT DEVELOPMENTS

On November 13, 2003 Oscar Private Equity [nvestments filed a class action secunities lawsuit in the Distniet Court of the
Northern District of Texas entitied Oscar Private Equuy Invesiments v Allegrance Telecom Inc, eral | (lndex No 2-03CV-2761H)
{the “Complaint™) The action is brought against Royce J Holland and Thomas M Lord as officers of the Company The Complaint
speaificaliy states that the Company 18 not named a defendant altheugh 1t 15 styled as an action against the Company The Complaint
alleges that the defendant officers breached their fiduciary duty to the plaintff class, violated Section 10(b) of the Secunties and
Exchange Act of 1934 and violated Rule 10b-5 of the Securtties and Exchange Commission (“SEC™) promulgated thereunder The
actipn seeks compensatory damages of an unspecified amount, rescission, and the award of costs and disbursements of bringing suit
The Company's insurance carmers have been notified of the lawsuit  Although 1t 15 too early for the Company 10 reach a concluston as
to the ultimate outcome of this action, management believes that there are substantial defenses to the claims asserted (n this action and
the defendant officers intend to defend against the action vigorously

RESULTS OF OPERATIONS—Three and Nine Months Ended September 30 2003 Compared With Three and Nine Months Ended
September 30, 2002

Revenues

Duning the third quarter of 2003 and 2002, we generated revenues of approximately $188 2 mulion and $219 5 rulhion,
respectively For the nine months ended September 30, 2003 and 2002, we generated revenues of approximately $389 4 million and
£566 1 mullion, respectively Revenues have decreased $31 3 million or 14% compared to the three months ended September 30,
2002 Most of this decrease was a result of a decrease of 311 9 mttlion tn intercarner compensation and a decrease of $12 5 mullion
customer equipment sales and masntenance revenues Our revenne 1s lower thaa our projecied revenue and has been neganvely
impacted by among other things

. the commencement of our Chapter 11 cases

. churn

. the going concern quahfication contained m our 2002 year-end independent accountant’s report

. the general malaise in the telecommunications industry which bas adversely affected the willingness of potenual

customers to purchase their telecommunications services from competitive carrers, such as us

. our inabubity 1o recerve bid and performance bonds for potential customer contracts
. the poor economy which has caused our customers to decrease or delay their purchases from us
. decreases (n camer access and interconnection revenues due to dispute settlements and FCC-mandated regulatary

rate reductions
. decreases in our web hosting revenues as we contmued to curtail that product line
. decreases and tunover 1n our sales force

On a year-to-date basis, revenues have increased 4% compared to the mine months ended September 30, 2002 This increase
10 revenues 1s attnibutable 10 our acquisition of the customer premise equipment sales and equipment maintenance businesses, also
known as Shared Technologies Farchild, in June 2002, which contnbuted $91 1 miltion to 2003 revenues for the mne months ended
September 30, 2003, and $45 7 million 1o 2002 revenues for the mne months ended September 30, 2002 respectively

Our focus has shufted from high revenue growth to profitability and we do not anticipate the fevel of revenue growth that we
have expenenced n the past Future revenue growth will depend on our ability to add new customers, retain existing customers and
manage chum, increase customer usage and sell addiional services to our exasting customers We believe that managing our churn 13
one of our biggest challenges The amount of churn directly impacts our revenues See the discussion of line churn under the caption
“Liquichity and Capntal Resources™ below
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Local voice service revenues for the three months ended September 30 2003 and 2002 were $80 2 rmullion and $56 6 militon,
and for the nine months ended September 30, 2003 and 2002 were $253 7 mulhon and $282 7 muthon, respectively The decrease
local voice service revenues during 2003 1s pnmarily a result of lower rates for carmer access and nterconnection revenues as
mandated by our negotiated agreements with carriers, the FCC and certain states Local voice service revenues as a percent of tota)
revenues has decreased from approximately 44% for the quaner ended September 30, 2002 1o approxamately 43% for the quarter
ended September 30 2003 Local voice service revenues consisted of

. the monthly recurning charge for bassc local voice service,

. usage-based charges 1o end-usets for local and tolt calls 1n certain markets,

. charges for addrtional services and features such as call waiting and cal! forwarding,

. certain non-recurring charges such as set-up and nstallation charges, and

. carrier aceess and interconnection revenues from switched access charges to long distance carriers and reciprocal

compensation charges to other local carners

We expect local voice service revenues to conlinue to decrease from penod to period as a percent of total revenues, as a resuit
of our ncreasing focus on integrated voice, data and customer premise equipment sales and services the resolution of certain
regulatory disputes and uncertanties and lower rates for carrier access and interconnection revenues as mandated by our negonated
agreements with carners, the FCC and certains states We are currently examuming certain of these negotated access agreements to
determine which of those executory contracts may be burdensome 1o us and should be rejected pursuant 10 Section 365 of the
Bankrupicy Code There can be no assurance that we wll be able to reject these access agreements, 1f we are able to reject such
agreements, we believe these other carners would need 10 pay us for access at our higher tarifted rates which couid increase our access
revenues from these carmers See the discussion under “Risk Factors,” which contains a detasted discussion of the risks and
uncertainties associated with our local voige revenues

Long distance service revenues for the three months ended September 30 2003 and 2002 were 59 8 million and
$12 7 million and for the mne months ended September 30 2003 and 2002 were 532 4 rithon and $35 5 milhon respectively Long
distance service revenues as a percent of total revenues has decreased from approximately 6% for the quarter ended September 30,
2002 to approximately 3% for the quarter ended September 30, 2003 We have negotiated a new long distance agreement with a new
long-distance provider that should reduce our costs to provide long distance services to our customers and allow us to be more
competitive m the pricing of our long distance services We have also filed a motion to reject our existing Master Carrrer Agreement
with AT&T [f approved our variable cost per minute for long distance services will decrease  We are currently 1n negotiations with
AT&T We are currently tn the process of balancing our long distance traffic between our new carner and our exising carmmier, and we
expect to reahize cost savings as this process 1s completed

Data revenues ncluding revenues generated from Internet access, web hosting and high-speed data services, for the three
months ended September 30. 2003 and 2002 were $69 7 mullion and $70 O mullion, and for the mne months ended September 30, 2003
and 2002 were $212 2 mllon and $202 2 mithon, respectively Data revenues as a percent of total revenues has increased from
approxmmately 32% for the quarter ended September 30, 2002 1o approximately 37% fot the quarter ended September 30, 2003 We
aiso believe that the continuing evolution of communications networks will promote the integration of voice and data seryices aver the
same facilities thereby further increasing the avallability of cost-effective data offerings

The rate of growth in our data revenues has been affecied by negative trends We believe that the demand for high-end web
hosting services has decreased in tesponse 10 a general economic slowdown Moreover, an over capacity of data center space has
decreased prices for these ligh-end services High-end services include dedicated hosting services where we provide the customer
with a dedscated computer server 1n our data cenlers and colocation services where we provide data center space and services for a
customer who locates tts own computer server on our premmises We believe that the general economic slowdown has caused a
deterioration 1n our shared hosting business as welf We are currently exploning the potential sale of our shared web hosting business
and any sale of this business would decrease our shared web hosting data revenues

Sumularly, the demand for services we offer to network service providers whao provide dial-up Internet access services 15 also
expertencing the effects of over capacity and decreased demand The resuiting financia) hardship has Jessened the number of these
types of network service providers During 2000, we signed a long-term contract to provide an integrated
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netwaork solution and certain services to Genutty Solutiens Inc | a network services provider and operator of a nationwide Internet
network CQur contract was established specifically 1o support Genwty's customer contracts, including that with Amenca Onhine, and
expires on December 31 2006 Under this contract, Genuity commutted to pay us an aggregate of $563 0 million over the term of the
contract, subject to our performance under and the other terms and conditons of the contract Genwity assigned our Integrated
Network Solution Purchase Agreement to a subsidiary of Level 3 Communications, inc on February 4, 2003 We anticipate that
Level 3 will continue 1o be our largest customer for the foreseeable future For the three months ended September 30, 2003 and 2002
revenues from this contract were $27 3 million and $26 2 miliion and for the mine months ended September 30, 2003 and 2002,
revenues from this contract were $84 2 mullion and 360 5 rmliion respectively The revenues from this contract accounted for 14%
and 12% of our total revenues for the quarters ended September 30 2003 and 2002 respectively and 39% and 37% of our data
revenues for the same periods In addition, appraxwmately 83% of the reciprocal compensation earned by us from other carmiers 15 as a
result of the other carriers terminating Levet 3 traffic on our networks Rectprocal compensation revenues for the three months ended
September 30 2003 and 2002 were $4 0 milhon and $7 | million and for the nine menths ended September 30, 2003 and 2002 were
$19 8 mulhon and $25 0 million, respectively

The contract contains specific provisions thas allow Level 3 to {a) decrease 1ts purchase commitment 1n certain situations,
including but not limuted to 1f Level 3's customer, AQL reduces its services with Level 3 under Level 3's service refationship with
AOL or (b) to decrease the purchase commitment or terminate the contract 1f Level 3 receives a bona fide competitive offer for a
certain amount of services from a thurd party for services simular 1n type to the services provided by Company under the contract and
the Company does not agree to reduce 11s prices to match the competitive offer In the event Level 3 1s required to use commercially
reasonable efforts to move some of its exisung business to Allegiance to minumize the effect of any downturn of business on
Allegiance [n addition, Level 3 is obhigated 1o allocate any such discontinuance of business proportionately across all of Level 3's
suppliers serving the area in which AQL requests a discontinuance of service Level 3 15 obligated when practicable to give us nimnety
days written notice of any discentinuance of service as a result of a downturn (n business from AOL Finally, Level 3 may not exercise
its right to reduce 11s service as a result of a downturn 1n business from AOL under the contract untl after October 1, 2003 Level 3
has informally told us that 11 expects 1o suffer a downturn in business from AQOL, but Level 3 has not provided us with any formal
notice under the contract of the amount of downiurn we will expenence

Level 3 has indicated to the Company that wn 1ts contract with AOL, Level 3 has agreed to a scheduled reduction 1n services
beginning 1 the third quaner of 2004 through the fourth quarter of 2004 Levei 3 has also told the Company that as a result of such
scheduted downtum Level 3 expects to pass through a downturn of at least 39% of the managed modem ports provided by the
Company 1o Level 3 starting 1n the third quarter of 2004 through the fourth quarter of 2004 1n addition to any downturn related to a
reduction 1n demand for services from AOL The Company plans to oppose any pass through of the scheduled downturn in services
from ADL In the event that Level 3 15 successful in passing through the scheduled downtumn 10 the Company, the Company 15 unabie
at this time to determine with any certainty the zevenue 1mpact, if any, of such a pass through

In the event that Level 3 recesves a competitive offer from a third party under the contract and Allegiance does not match the
competitive offer, Level 3 may either reduce the purchase commuitment under the contract to the amount of services covered by the
competitive offer or terminate the contract in us entirety [f the Company matches a qualifying compeutive offer, Alleglance will
expertence reduced revenues under the contract Level 3 has indicated that 18 bebeves that the prices for the services under the
contract are above market and that 1t may seek competitive offers from third parties 1n conformance with the contract If Level 3 does
recetve a competitive offer that complies with the contract’s requirements, the Company could experience reduced revenues under the
contract

The contract also provides that if we receive a going concern qualification or expenence an event of default as defined under
our senor credit agreement, (a) Level 3 may exercise an option to purchase all of the dedicated assets and infrastructure used by us 1o
provide the integrated network solution to Levet 3 and (b) Level 3 would stifl be required to continue to purchase certain services from
us for the remainder of the term of the agreement If Level 3 exercises tts option, 1t would be required to pay (1} for the dedicated
assets, the remaining undepreciated value of the dedicated assets (as reflected on our books at the time of exercise of the option) and
(2) for the certain services, the remaining overall value of the agreement less the amounts paid to purchase the dedicated assets and
infrastructure  Any such purchase transaction would require Bankruptey Court approval We have not received any notice from Level
3 that 1t intends to exercise 1ts nghts under this provision of the agreement

We have recetved communications from Level 3 clasming, among other things, that we have failed to meet the applicable
performance warranties under the contract, and that certain nghts that Level 3 has under the contract, including, but not lumted to,
Level 3’s ability to require us to secure another subcontractor for certain services and/or Level 3 can terminate our abihity to supply
such services may already be tnggered In addinon, Level 3 has claimed that 1t 1s entitled to offsets aganst the August 2003 and
November 2003 payments for Allegiance’s alleged failure to dehver certain services Finally, Level 3 has alleged that the Company's
fatlure 10 deliver certain services may constitute a breach of the contract  We do not believe that we have failed to meet the
performance warranties alleged by Level 3, we do not believe that we have failed to deliver the services alleged by Level 3, we do not
believe that we have breached the contract, nor do we beheve that, even 1f Allegiance has not delivered the services in accordance
with the contract, that the offset amounts claimed by Level 3 are calculated in accordance with the contract If we are found to have
failed to meet the performance warranuies under the contract, Level 3 may offset future payments to us and, 1f such farlure continues
for an extended penod of time, Level 3 could termunate the contract

If the Company experiences a downturn in 1ts services with Level 3, the Company may offer similar services to other internet
service providers, except AOL among others 1f Level 3 terminates the contract the Company may offer services in competition with
Level 3 to AOL and all other [nternet service providers 1 we were to lose some or all of the revenues under this contract, we do not
beheve we could implement sufficient cost-cutting measures to offset such decrease in revenues The resulung reduction n revenue
{including reduction tn reciprocal compensation revenues) and/or loss of this contract would have a matenal adverse effect on our
busimess We are continuing our negotiattons with Level 3 to modify certan service level warranties, remedies and penalties under the
contract, as well as other modifications to the contract We can provide no assurances that these negotiations will be successfully
concluded

On November 3, 2003, Level 3 pard Allegiance approximately $13 9 mlhon of the $25 million quarterly payment due in
November 2003 Levei 3 offset aganst the quarterly payment approximately $89 thousand for certain offsets that Level 3 claims 1t1s
due for Allegiance's alleged fatlure to deliver certain ports In addition, Level 3 has withheld approximately $11 0 milhon of the
November 2003 payment until Level 3 has an order from the Bankruptcy Court confimming Level 3's reservation of rights wath respect
1o Level 3's claims for offsets Allegance vigorously dentes that Level 3 1s entitled to any of the offsets claimed by Level 3
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Notwithstanding these trends and uncertainties, we expect continued demand by small and medium sized business customers
for dedicated access 10 the Intemet and integrated services Indeed, our [ntegrated Access Service which delivers high-speed, “always
on” Internet access and allows multiple voice, data and Internet combinations aver a single access loop remams our fastest growing
product offering During the quarter ended September 30 2003, Integrated Access Service represented approximately 37% of our net
lines sold for the guarter (and when including all services delivered via T1 circusts 54% of our net lines sold for the quarter) We
beheve that line churn rates (the rate at which customers disconnect their lines) for lntegrated Access Service when varce and data are
bundled 15 lower than that of our local voice service One of the challenges we face in this area 1s ongoing network efficiency and
service delivery improvements to retain the competitive advantages of this service offering

In June 2002 we acquired substantially all of the assets and assumed certan hiabilines of the customer premise equipment
sales and customer premise equipment maintenance business, also known as Shared Technologies Fairchuld, from WorldCom
Customer premse equipment sales and maintenance revenues for the three months ended September 30 2003 and 2002 were
$27 8 mullion and $40 3 million and for the nine months ended September 30, 2003 and 2002 were $91 1 million and 545 7 million
respectively Customer premise equipment sales and maintenance revenues as a percent of total revenues 1s approximately 15% and
18% for the quarters ended September 30, 2003 and 2002 As a result of our bankruptcy until we received Bankruptcy Court authonty
to progure limited bid and performance bonds on October 8, 2003 we had not been able to obtain certam id and performance bonds
or provide other types of financial secunty as required by many of our customers As a result we have lost current customers 1o our
competitors and have a reduced abihity to gmn new customers Moreovet, same customers will not purchase services from companies
i bankruptcy so certain epportumnes are not avalable to us The loss of current and potennal customers has impacted our revenues
and will continue o impact our revenues as long as these conditions exist

Network Expenses

For the quarters ended September 30, 2003 and 2002, network expenses were $96 8 mullion and $118 3 milhion, and for the
nine months ended September 30 2003 and 2002, network expenses were $313 2 milhion and $295 7 mullion, respectively Network
ewpenses related to the Shared Technologies business, acquired o June 20062, iacluded in the quarters ended September 30, 2003 and
2002 were $16 8 mulhon and $23 7 milhion, and for the mne months ended September 30, 2003 and 2002 were $53 9 million and
$27 9 miliion, respectively Network expenses as a percentage of total revenues decreased from 54% for the quarter ended
September 30, 2002 to 51% for the guarter ended September 30, 2003 While there can be no assurance that we will be successful in
creating or conunuing the existing operating efficiencies, we expect to control costs and that network expenses as a percentage of total
revenues will reduce over nme We are performing an extensive review of our network archiigcture and a ratichalization of the overall
profitamity of our business on a colocation market and product basis As such, we may decommaission a colocation arrangement,
rebuild or replace infrastructure facilities and reduce or sell entsre markets In addition we may elimunate some products and services
currently offered As a result of such evenis, we may be able to reduce our future network costs With respect to the implementation of
this review and rationalization, we may convert a himited number of facilities-based customers to UNE-P, deploy altemnate unbundled
network element applications, or, tn some instances, eliminate a colocation, product or service completely In addition, we are
analyzing our contracts and leases to determine those executory contracts and unexpired leases relating to our network that may be
burdensome 1o us and should be rejected pursuant to Section 365 of the Bankrupicy Code If we receive Bankruptey Court approval to
reject any of these executory contracts or unexpired Jeases, we expect our future network costs 1o decrease as a result

Gross margin has increased from 46% for the quarter ended September 30, 2002 10 49% for the quarter ended September 30
2003 The increase 1n gross margin 15 related, among other things to reduced network expenses related 1o network optimization
activities, as well as reductions in network expenses associated with the bankrupicy process  Gross margin 1s calculated as revenues
less network expenses, drvided by revenues We expect our gross margins 10 improve as we reject burdensome network contracts
and /or enter 1nto amendments or new contracts with lower costs and as we realize cost efficiencies n our network over time

Network expenses include
. the cost of leasing local loop lines which connect our customers to our network,

. the cost of leasing high-capacity digital lines that interconnect our network and with the networks of the incumbent
local exchange carriess,

. the cost of leasing high-capacity digital lines that connect our switching equipment 1o our transmession equipment
located in the central offices of the incumbent local exchange carmer,
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. the cost of enhancing our network,

. the cost of completing focal, toll and long distance calls orrginated by our customers, including switched access and
reciprocal compensation charges paid by us

. the cost of lang distance services resold by us Lo our customers,

v the cost of leasing space 1n incumbent local exchange carrier central offices and the cost of electric power purchased
from the incumbent for colocating our transmission equipment,

. operating and maintenance expenses for dark fiber,

the cost of customer premise equipment which has been sold by us and the cost of providing maimtenance services
on such equipment,

- the ¢ost of Internet transul and transport,
. the cost of leasing certain portons of our nationwide Internet network, and
. for Shared Technologies the costs of equipment and labor for the installation and mamienance of equipment

Network expenses do not include an allocation of our depreciation or amortizalion expenses

1he costs 1o lease local loop lines, high-capacity digital T-1 loop hines, and high-capacity digial interoffice facilities from the
incumbent local exchange carners vary by carner and by state and are regulated under the Telecommunications Act of 1996 In
virtually alt areas we lease tocal loop lines and high-capacity digital T-1 loop hines from the incumbent local exchange carriers to
connect our customers’ premises t0 our transmission equipment celocated in the central offices of the incumbent carriers In the areas
of low density and traffic in the metropoluan areas that we serve, we also depend on the incumbent local exchange carriers to provide
us mgh-capacity digita) interoffice facilities to connect our switch to our transmission equipment colocated 1n the iIncumbents’ central
offices [n the areas of high density and traffic 1n our markets, 1n addinion to the tncumbent carmers, there are other carriers from whom
we lease hagh-capacity digital interoffice facilities, we can generally lease those interoffice factlines at lower or comparable prices and
with higher network reliability than those interoffice facilities provided by the incumbent local exchange carriers We have
sincreasingly focused on obtaining these high-capacity digital intesoffice facilines on dedicated fiber Even in areas of high density and
traffic 1n our markets, however, the incumbent local exchange carmiers are sometimes the only available source of high-capacity digital
nteroffice facilities

We expect that our network costs will continue jo be a sigmficant part of our ongoing cost of services

In accounting for the costs of constructing switching and transmission equipment for a new market, we capttahzed as a
component of property and equipment only the 1utial non-recurring charges associated with our network facilities

We incur “reciprocal compensation™ costs m providing both voice and data services and expect reciprocal compensation
costs to be a mayor portion of our cost of services We must enter into an interconnection agreement with the incumbent local
exchange carrier in each market we provide service to make widespread calling available to our customers and these agreements are
approved by the state regulatory agency These agreements typicatly set the cost per minute to be charged by each party for the calls
that are exchanged between the two camers’ networks Generally, a carner must compensate another carner when a local call by the
first carmer's customer terminates on the other cammer's network These reciprocal compensation costs are a variable cost that will
grow as our customers” outbound calling volume grows Over tume, the rates for rectprocal compensatron have decreased and 1m some
of our markets we exchange local traffic with the incumbent local carner on a bill-and-keep basis {which generally means that nether
carrier pays for the traffic that termunates on the other carrier’s network) We also meur switched access charges for intrastate toll
traffic we exchange with other carriers The rates for intrastate access traffic are regulated by state authorities and are usually
contaned 1n carmers access tanffs

The cost of securing long distance service capacity 15 a vanable cost that increases in direct relanonship to 1ncreases 1n our
customer base and increases in long distance calling volumes We have entered into a new long distance agreement and have filed a
motion with the Bankruptcy Court to reject our existing long distance agreement We are currently engaged 1n negotations with
AT&T Although there can be no assurances that the Bankruptcy Court grants this motion, 1f we are successful, our vanable cost per
minute for long distance services will decrease If we are unsuccessful 1n rejecitng this contract, we are required under that contract to
spend a minumum dollar amount each month
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We mnstall voice and data aggregation and switching equipment in space owned or leased by other parues, including locating
our equipment i central offices of local incumbent exchange carmers’ networks We incur rent and utility charges 1n leasing this
space We expect these costs to generally remain constant 1n the near future as we do not plan to expand to additional colocation sites
We are n the process of evaluating our celocation space needs as part of our bankrupicy and we may reduce the number of
colocations that we are currently occupying which could reduce our colocation expenses

We sell and nstall telecommunications customer premise equipment and provide maintenance services on such equipment
Our costs to provide these products and services include both tune and material costs These costs will increase or decrease in relaton
to the demand for these products and services

We have developed a nationa! Internet data network by connecting our markets with leased high-capacsty digital hines The
costs of these lines will snerease 1f we need to increase capacity to address increased customer demand

We currently have a number of settlement-free peering arrangements with other Internet backbone providers Most of these
arrangements are month-to-month and generally can be 1erminated by enher party upoen notsice If we lose any of these arrangements or
if the other Internet backbone provider requires payment by us for the exchange of traffic our network costs may matenally increase

Selling, General and Administrative Expenses

For the quanters ended September 30, 2003 and 2002, selling general and adrmmstranve expenses were 386 0 million and
$114 2 milhon and for the nine months ended September 30, 2003 and 2002 selling, general and administrative expenses were
£301 2 million and $326 3 mulhon, respectively Selling general and admimistrative expenses retated to the Shared Technologies
business acquired in June 2002, included 1n the quarters ended September 30, 2003 and 2002 were $9 9 msllion and $13 4 miilion,
and for the nine months ended September 30, 2003 and 2002 were $34 6 million and $14 5 mifiion, respectively Seiling, general and

admimistrative expenses as a percentage of total revenues decreased from 52% for the quaner ended September 30, 2002 to 46% for
the quarter ended September 30, 2003

Selling, general and administrative expenses have decreased due to our cost containment efforts {including a decrease 1n our
headcount), increased coliection efforts, which have resulted m a decrease 1n bad debt expense, and the achievement of certain
economies of scale as we have grown the business During the mne months ended September 30, 2003, these decreases were partially
offset by the inclusion of selling, general and admimstrative expenses related 1o the Shared Technologies business and by 3% 8 million
of employee bonuses paid including those under a key employee retention program

Seling, general and admimstrative expenses include salanes, benefits and related personnel costs, admmistration and
factlities costs, sales and marketing costs, customer care and billing costs, 1nvestor and mecha relations, tnsurance, professional fees
and bad debt expense As a result of our transition from rapad revenue growth to a pian geared towards reducing cash used in
operations and achieving positive cash flow, we reduced headcount, including the number of sales teams dunng the second half of
2002 and first three quarters of 2003 Qur total headcount decreased from 4,198 at September 30, 2002 to 2,912 at September 30,
2003 As of September 30, 2003, the sales force, including sales managers and sales administrators, had decreased to 793 from 1 290
as of September 30, 2002 We expect selling, general and admimstrative expenses to continue to decrease as a percentage of revenues
as we focus on reducing cash used, 1ntegrating our operations and achieving economies of scale 1 our business We are analyzing our
contracts and leases to determine
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those executory contracts and unexpired leases refating to our selling, general and administrative expenses that may be burdensome to
us and shouid be rejected pursuant to Section 363 of the Bankruptcy Code If we receive Bankrupicy Court approval to reject any of
these executory contracis or unexpired leases, we expect our future selling, general and admimistrative costs to decrease as a result

We have an invowce processing agreement {the “Billing Agreement ’) with Daleen Solutions, Inc (* Daleen™) Daleen ts one
of our prumary invorce processing vendors for billing our customers  On October 30, 2003 Daleen nonfied Allegiance that it was
electing to not renew the Billing Agreement On October 31, 2003, Daleen filed a Motion For Relief From the Automatic Stay Under
Section 362 of the Bankruptcy Code (“Motion™) seeking relief from the automatic stay so that 11 could send Allegiance notice of 1ts
intent to elect to not renew the Bitling Agreement  On November 19, 2003, the Bankrupicy Court dented Daleen s Motion but
Daleen may appeal the Bankruptcy Court’s ruhng  Hf the Bankruptcy Court’s dectsion 1s not appealed or upheld on appeal the Billing
Agreement will renew on December 31, 2003 for an additional one year term on the same terms and conditions as the existing Billing
Apreement If we are unable to continue billing our customers relating to these events, 1t may have a material adverse effect on our
company and our busthess as further discussed below in “Risk Factors ”

Depreciation

Duning the quarters ended September 30 2003 and 2002 depreciation expense was $63 | million and 364 O mithon
respectively For the mine months ended September 30, 2003 and 2002, depreciation expense was $188 9 million and $184 7 mulhion
respectively The mcrease 1s pnimantly the result of capital expenditures and assets ptaced 1n service between September 30, 2002 and
September 30 2003

Amortization of Purchased Intangibles

In connectton with the acquisitions completed since inception we assigned an aggregate of $62 8 rmlhon of the purchase
price to customer hisis These mtangible assets are being amortized over their estimated useful lives of one to three years For the
quarters ended September 30 2003 and 2002, we recorded $2 4 million and $8 | million of amoertization of customer hsts, and for the
mne months ended September 30, 2003 and 2002, we recorded 58 6 million and $26 9 milhon of amortization of customer lists
respectively

Deferred Compensation Expenses

For the quarters ended September 30, 2003 and 2002 we recognized $0 6 mullion and $1 5 mullion, respectively of
amortization of deferred compensation expense, and for the nine months ended September 30, 2003 and 2002 we recognized
$2 2 mullion and $2 0 nullion, respectrvely of amortization of deferred compensation expense Such deferred compensation was
recorded sn connection with membership units of Altegiance Telecom, LLC sold to certain management employees and grants of
stock options and restricted common shares to certain employees under our 1997 stock option plan and 1998 stock incentive plan

Interest Expense and Interest Income

For the three months ended September 30, 2003 and 2002 and the mne months ended September 30, 2003 and 2002 nte;est
expense was $9 0 million, $28 0 mutkion, $58 6 million and $77 5 malhion, respectively Prior to the Commencement Date of our
Chapter 11 cases interest expense included the accretion of the 11 3/4% notes and related amortization of the oniginal 1ssue discount,

the amortization of the orginal 1ssue discount on the i2 7/3% notes and the interest charges and amortization of deferred debt 1ssuance
costs related to our $500 msllion sentor secured credit facihties As of the Commencement Date of our Chapter 11 cases, we stopped

recording iterest expense on the 11 2/,% notes and the 12 7/8% notes 1n accordance with Statement of Position 90-7 Addinonally, the
deferred debt 1ssuance costs related to this debt are no longer bemg amortized to interest expense Under a Bankrupicy Court order, we

are required to continue mcurring and paying interest under our senior secured credn facilities and we have continued to amortize the
deferred debt 1ssuance costs related to the semor secured credit facilities to interest expense

Interest income for three and nine months ended September 30, 2003 was 30 8 million and $2 7 million, respectively Interest
income for three and mne months ended September 30, 2002 was $1 6 mullion and $5 4 rmillion, respectively [nterest income results
from short-term tnvestments, cash and cash equivalents Interest income dunng the periods ended September 30, 2002 15 greater than
for the perods ended September 30, 2003 because we had additional cash invested o interest-beanng instruments and because of
higher average inlerest rates
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Dunng the nine months ended September 30, 2003 at the direction of the US Trustee 1n our Chapter 11 cases, we sold an
thvestment 1n commercial paper 1o the open market 1n order to comply with our revised investment gwdelines The sale was at market
value and resulted in the reahzation of a gain of $3 3 milhon

Operating Losses

QOur loss from operations for the three and mne months ended September 30, 2003 was $60 & mullion and $226 7 mullion,
respectively Our loss from operations for the three and nine months ended September 30, 2002 was $86 7 miliion and $380 4 mtlhon,
respectively

Reorgamization ltems

Reorgamzation items conssst of costs associated with our bankruptcy proceedings that are not directly attnibutable to the
ongoing operations of our business Durning the three and mine months ended September 30, 2003, we incurred $7 | mullion and
$9 5 million respectively, in professional fees and recogmized a gan of 510 3 millton and $10 8 mullion respectively related 1o other
restructuring activities We expect to continue to :ncur significant costs agsociated with our reorganization

LIQUIDITY AND CAPITAL RESOURCES

As of September 30, 2003, we had approximately $284 6 million of unrestricted cash and shori-term investments, compared
with $284 3 million of unrestricted cash and short-term nvestments as of December 31, 2002 We do not have any off-balance sheet
finaneing arrangements, special purpose entities or asset secunnzatons On June 26, 2003, we recerved final Bankruptey Court
approval for the use of our cash collateral under an Amended Final Order Authonizing Use of Cash Collateral by Consent (the “Final
Cash Collateral Order’ ) The Final Cash Collateral Order among other things (1) restricts our use of cash, (2) requires us to prepare
and foliow o budget and mastarn a muumum weekly cash balance, and {3) requires us to provide certamn financia) operational and
other information to our sentor lenders Under this Final Cash Collateral Order, we are required to continue incurmng and paying
interest under our senior secured credit agreement (at the apphcable non-default rate of interest)

As of September 30, 2003, we had $1,336 1 million of outstanding habihities subject to compromise including
$1,115 5 mullion of indebtedness {includmg debi under our semor secured credit agreement and two series of bonds) We are party 10 a
semtor secured credit agreement and two indentures As of September 30, 2003, approximately 3472 7 nullion of our indebtedness was
borrowed under our senior secured credit agreement, as described in more detai) below As of that same date, approximately
$642 § million of our indebtedness was borrowed under our two mdentures

Our existing cash and short-term mnvestment balances 1s expected to decline during fiscal 2003 Decreased demand for our
services or high customer churn, as noted above, could adversely impact our ligmdity Custemer demand for our services depends tn
part on our ability 1o efficiently and timely switch customers from their prior carrier to our service, respond to customer service and
illing 1ssues and provide quality service We expect to reduce our debt 1n the bankruplcy reorganizatton process, however, at this
time, we cannot predict the levels of debt that we will maintain after the reorgamzation process 1s complete [t 1s possible that of the
debt reduction 1s not enough, because of operating performance or other factors, we may not be able to fuliy fund our operations,
planned capital investments and debi service Please see the discussion below under the caption “Semor Secured Credit Agreement”
and below under the caption “Risk Factors ”

Our financial projections are based on forecasts of, among other things, customer demand and hine churn, 1 ¢ the rate at
which customers disconttnue therr lines Customers leave our service for a variety of reasons, including but not limited to, the
customer (a) leaving our service area, (b) going out of business or downsizing 11s business, (c) being unhappy with our service
(d) general market condstions, () leaving for better pricing, (f) needing a different telecom solution that we do not provide,

(g) disruptions 1n service relating to our network optumization activities and (h) concern regarding our bankruptey and financial
conditien In the quarter ended September 30, 2003, the average retail line churn was approximately 2 6% and including wholesale,
our average line churn was approxumately 1 7% Line churn ts the number of voice grade equivalent hnes (for example, a fully-
utihized data T-1 counts as 24 lines) that are disconnected each month divided by the total number of voice grade equivalent Lines that
we have n service at the beginming of that month The line churn 15 dsfficult to forecast and
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remains one of the specific challenges on which we are focused We expect that retai]l hne chumn as well as retml and wholesale hne
charn will range between 2% to 3% 1n 2003 We expect resail and whelesale line chumn to 1improve 1n 2004 and beyond We have
responded 1o lugh hne chum with many cusiomer retention imnatives ingluding, new senvice offenings, more attractive rate plans,
back office improvements, roll out of Singl eView billing system proactive contact with customers, and root cause resolutions The
above churn metrics do not include churn related to businesses such as Shared Technologies, Allegiance Business Intemnet access
services, or web hosting We are 1n the process of decommussioning 22 of our colocations and provisioning existing customers served
by these colocauions by alternative methods  This may impact customer service and increase customer churn We can provide no
assurances that we will be able to effectively manage or reduce our line churn [f we are unable to do so. this will matenally affect our
business revenues and liquidity

Decreased customer demand may also stem from uncertainty of our bankruptey filing, the industry in which we compete and
the general economy Many of our competitors have also declared bankruptcy, de-listed from the public secunties markets and/or
dentified financing problems Some of our potential customers as well as current customers have expressed concerns about our
financial stability in light of our bankruptcy filing, the general economy and the telecommumcations industry in general We believe
customer perception will continue to have an impact on our ability to attract and retain customers Specifically, our financial condition
has himited our abiiity to secure bid and performance bonds which are required by some customers of our customer premises
equipment sales and mamtenance business Moreover, our customers may not purchase additional services and may cancel existing
services as a result of our bankruptcy filing, our specific financial condition 1ncluding the independent auditors teport for 2002 that
cites conditions which raise substantial doubt about our ability to continue as a going concert, and general economic conditions

For the quarters ended September 30, 2003 and 2002, we made capital expendstures of $§1 9 melhon and $28 2 milhion,
respectively For the nine months ended September 30 2003 and 2002, we made capital expendituses of $15 9 nulfion and
$110 4 milhon rtespectively As of September 30, 2003 we had transmussion equipment colocated i 851 central offices Pursuant to
our current business plan, we expect to spend approximately the same amount for capital expenditures for the last quarter of 2003 as
that spent for the first three quarters of 2003 We expect to fund our capital expenditures with available cash and future cash flow

We have purchased dedicated fiber nings 1n 24 of our markets As of September 30, 2003, we had dedicated fiber nngs o
operation 1n 24 markets inciuding Austin, Baltmore Boston, Chicago, Daltas, Denver, Detrout, Ft. Worth, Houston, Long Island, Los
Angeles, New York City Northern New Jersey, Philadelph:a Phoemx, Pittsburgh, Portland San Antonio, San Diego, San Francisco,
St Lows Seattle, Washington, D C , and White Plains We have also acquired long-haul pomt-to-point fiber connectivity between
several markets in the northeast corridor Our cost of fiber :ncludes both the amounts we pay to the fiber provider as well as the cost of
the electronic equipment that we purchase and wnstall 1o make the fiber operational As of September 30, 2003, our total costs have
been $194 6 million, and we are commitied to spend an additonal $143 5 mulhon for this fiber, which wtll be incurred over the hife of
these existing fiber supply arrangements ending 1n 2023 We plan to fund this cost with our available cash and future cash flow We
are analyzing our fiber contracts i hight of our bankmptcy and may need 1o reject certamn of such contracts pursuant to Section 365 of
the Bankrupicy Code Alternatively, we may attempt to re-negotiate these contracts with the vendors to obtain more reasonable terms
in hght of current market conditions

Contractual Obhigations

The following summanzes some of our future financial commitments at September 30, 2003 and the effect such obligations
are expected 10 have on our hquidity and cash flow in future perrods

Payments due by Periud
Less than After 5
Contractual Obligations (1} Total 1 year 1110 3 vesrs 310 5 vears Years
{dollars in millions)

Long-termn debt (2)

Pnincipal payments 5 1,123 § 54§ 357 % 712 8 —

Interest payments 420 104 185 131 —
Capital lease obhganens including interest {3) 161 11 23 25 102
Operating leases 113 23 43 32 15
Other material fong-term obligations (3) 59 25 29 4 —
Total contractual cash obligahons $ 1,876 $ 218§ 637 § 904 § 117
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(1 We are analyzing our contracts and leases to determine those executory contracts and unexpired leases that may be
burdensome 1o us and should be rejected pursuant to Section 365 of the Bankrupicy Code Tins tabie reflects any such
executory contracts or unexpired leases that have already been rejected with Bankrupticy Court approval but does not reflect
any additional executory contracts or unexpired leases that may be rejected 1 the future 1o our Chapter 11 cases

2 As hscussed 1h more detayf herein, as a result of the bankruptcy filing on May {4, 2003, there 13 an event of default under
our semor credit agreement and our indentures, as a result of such events of default, under the terms of such agreemem and
indentures the financing arrangements are immediately due and payable No adjustment that might result from the potenual
impact of these acceleration events or the bankruptcy 1s reflected m this t1able

(3) Does not include future obhigations that may anse under purchase orders, since delivery of services under those purchase
orders has not been made

Semior Secured Credit Agreement

In February 2000 we closed on $500 0 millson of new semor secured credit facilites which replaced our prior $225 mullion
revolving credit facilty These new senior secured credit facilities consist of a $350 0 million revolving credit facility and a
$150 0 mulhion delayed draw term loan facility Interest on amounts drawn 15 generally the 6-month London interbank Offered Rate
plus 4 50% per annum Qur semor credit agreement Contains certain representations, warranties and covenants including many
financial covenants

Dunng the third quarter of 2001 we drew 5200 0 million under the revolving credit facility and $15¢ 0 million under the
delayed draw term loan The interest rate applicable to this draw 15 5 68% per annum and wili remamn fixed uetil Macch 18, 2004 and
then 1t will be adjusted based on the London [nterbank Offered Rate n effect at that time In June 2002, we requested a draw of the
remaining $150 million under the revolving credit facihty The interest rate applicable to this draw 15 5 50% per anoum and wil
remain fixed until December 26 2003, and then 1t will be adjusied based on the London Interbank Offered Rate 1n effect at that ime

As of June 30, 2003, we had recerved $135 3 milhon of the $150 0 mullion requested 1n June 2002 with 3 of the 26 banks 1n
the bank syndicate refusing to fund our request On July 15, 2003, we entered into a settlement agreement with Bayenische Hypo-und
Vereinsbank and Bank Austna Creditanstalt Corporate Finance, Inc (collectively the *Banks”) regarding these funding disputes On
July 29, 2003, the Bankruptcy Court approved this settlement agreement On July 31, 2003, the Banks delivered the Net Funding
Obligation to us required under this seitlement agreement in the amount of 7 4 million On October 24, 2003, we entered 1nto a
settlement agreement with Dresdner Bank AG regarding these funding disputes On October 27, 2003, we filed a motion with the
Bankruptcy Court for approval of this settlement agreement If approved, Dresdner Bank AG would be obligated to deliver to us s
Net Funding Obligaton of $5 1 mullion

The abligations under the sentor credit agreement are secured by (1) the caputal stock of Allegiance Telecom Company
Waorldwide (which stock 15 owned by 11s parent holding company, Allegtance Telecom, [nc ) and (2) substanually all of the assets of
Allegiance Telecom Company Worldwide and 1ts subsidianes, including the capital stock owned by Allegiance Telecom Company
Waorldwide in each of 1ts subsidianes The Final Cash Colfateral Order also provides the sentor lenders with certain replacement liens
as described m such Order Under this Order and vanous Stipulation and Consent Orders the Creditors’ Commuttee has until
December 1 2003 to amang other things, challenge the semor lenders prepetition liens, claims or secunty nterests or the lenders’
pre-petition obligations

CRITICAL ACCOUNTING POLICIES

Our discussion and analysis of our financial condition and results of operations 15 based upon our consolidated financial
statements, which have been prepared in accordance with accounting principles generally accepted 1n the United States of Amenca
The preparation of these consohdated financial statements requires us to make estimates and assumptions about the effect of matters
that are inherently uncertain These esumates and assumptions affect the reported amounts of assets, habilities, revenues and expenses
and disclosure of contingent assets and liabilities that exist at the date of our consolidated financial statements While we behieve our
eshimales are appropriate, actual results can, and ofien do
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differ from those estimates

Our cntical accountng poficies are discussed below Each of these areas involves complex situations and a high degree of

judgment either 1n the application and interpretation of existing literature or tn the development of estimates that impact our financial
statements

Revenue Recogmtion We recognize revenhues as we provide services to our customers Our revenue recognition policies
are designed to comply wath all applicable accounting principles generaily accepsed in the United States of Amenca, inciuding SEC
Staff Accounting Bulletin No 101, “Revenue Recogmion in Financial Statements™ {* SAB 101”) which provides additional guidance
on revenue recognmition as well as critena for when revenue 1s realized and earned and related costs are incurred The apphication of
SAB 101 requires management’s tudgment on the amount and iming of revenue recogmtion Should changes in conditions cause
management to determine the revenue recogmition chitena are not met for certain future transactions, revenue recogmized for any
reporting period could be adversely affected

The assessment of collecublity 15 paricularly cntical in determining whether or not revenue should be recognized A portion
of our revenues 1s for reciprocal compensation generated by calls placed to [nternet service providers who are our customers In
addition, a portion of our revenues 1s switched access charge revenue for connecting our voice customets to their selected toll or long
distance carniers for outbound calls or for delivering inbound toll and long distance traffic to our voice customers Our ability 10 earn
recipracal compensation revenues and switched access revenues as weil as the rates 15 the subject of numerous regulatory and legal
challenges and various nterconnection agreements Until these 1ssues are ulumately resolved, our policy 15 to recogmze these
revenues only when realization 1s probable

Accounts Receivable A considerable amount of judgment 1s required 1n assessing the ulumate realization of our accounts
recervable We evaluate the collecubility of our accounts recervable based on a combimation of faclors We recognize allowances for
doudbtful accounts based on the length of hme the receivables are past due the current business environment and our historical
expenence In circumstances where we are aware of a specific customer’s or carmier’s mabihty to meet 1ts financial obhigations to us,
we record a specific aflowance against amounts due, to reduce the net recogmzed receivabie 1o the amount we reasonably believe will
be collected

Some of our customers and interconnection carmers have sought bankrupicy protection, which has resulted in an 1ncrease in
our allowance for doubtful accounts For customers who have filed for bankrupicy, our policy 15 to fully reserve outstanding
recevables for services provided 1n penods prior to therr bankruptcy filing If the financiai condition of our customers and /or
interconnecting carriers were to deterierate further or if economic conditions worsened, addiional allowances may be required 1n the
future

Network Expenses We recogmze network expenses as the products and services are provided and delivered to us by our
vendors The recognition of network expense and the related Liabilities for network expense requires certain estimates and assumptions
1o be made by management Our accruals for unbilied leased network facilities, network access charges, and equipmem colocation
charges are based on }ine counts, estimated usage, and active colocation sites  Additionally, our accrual includes charges invoiced by
network providers which are probable network expenses but have not yet been paid due 1o chsputes with these cammers Should
changes in conditions or facts cause us 1o revise our estimates, our financial condition and results of operations could be sigmficantly
impacted

Impairment of Long-Lived Assets. We review the carrying values of property and equipment and intangible assets for
impairment n accordance with Statement of Financial Accounting Standards No 144, * Accounting for the Impairtment or Disposal of
Long-Lived Assets” (“SFAS 144™) Under SFAS 144, we are required 1o 1dennfy current events or changes in circumstances which
indicate that the carrying amount of an asset may not be recoverable 1f impairment indicatoss are present, we analyze the projected
undiscounted cash flows associated with our property and equipment and mtangrble assets to determine the fair value of these assels
Considerable management judgment 15 necessary in establishing the assumptions used as a basis for this analiysis

The commencement of our bankruptcy proceedings 1s a potental ;ndicator that the carmying value of certain of our assets may
not represent their fair value We performed an analysis companng estimated future cash flows to the carrying value of our property
and equipment and intangible assets at May 14, 2003 This anatysis did not indicate that an tmpairment exists as of May 14, 2003
Although we believe our estimates and assumptions used 1n this calculation are reasonable, actual results could vary sigmficantly from
these estimates Should changes in conditions or facts cause us 10 revise our estimates, we could be required 10 recerd tmparment
charges n future periods which may have a significant impact on our resulis of operations

29




Other Matters 'We do not have any of the following

. Off-balance sheet financial arrangements

. Trading activities that include non-exchange traded contracts accounted for at fair value

Management has discussed the development and selection of these critical accounting estimates with the audit commuttee of
our board of directors, and the audit committee has reviewed our disclosure relating to them

NEW ACCOUNTING PRONOUNCEMENTS

We continually momitor and revise our accounting pelicies as developments occur The following recently 1ssued accounting
pronouncements may impact the future presentation of our financial condinion and results of operations

In June 2001 the Financral Accounting Standards Board 1ssued Statement of Financial Accounting Standards No 143,
* Accounting for Asset Renrement Obligations * Thas statement addresses financial accounting and reporting for obligations assoeciated
with the renrement of tangible long-lived assets and the associated asset retirement costs Our adoption of this statement did not have a
matenial effect on our financial posinon or results of operations

In June 2002 the Financial Accounting Standards Board sssued Statement of Financial Accounting Standards o 146
‘Accounting for Costs Associated with Exat or Disposal Activities ™ This statement addresses financial accounting and reporting for
costs assoctated with exit or disposal activities Adoption of this statement 15 required for exit or disposal acuvities imuiated after
December 31 2002, with early apphcation encouraged Cur adoption of this statement did not have a matenal effect on our financial
posttion or results of operauens

In November 2002 the FASB's Emerging Issues Task Force (“EITF™) reached a consensus on 1ssue No 00-21 “Revenue
Arrangements with Multiple Deliverables ™ EITF Issue No 00-21 provides guwidance on how to account for arrangements that involve
the delivery or performance of multiple produets, services andror nghts o use assets The provisions of EITF [ssue No 00-21 will
apply to revenue arrangements entered into in fiscal periods begining after June 15, 2003 Our adoption of this statement did not have
a matenal effect on our financial pesition or results of operations

In May 2003, the Financial Accounting Standards Board 1ssued Statement of Financial Accounnng Standards No 150,
*Accounting for Certain Financial lnstruments with Characteristics of poth Liabilities and Equity ™ This Statement establishes
standards for how an 1ssuer classifies and measures certain financial instruments with characteristics of both habilities and equity This
Statement 15 effective for financial instruments entered 1nto or modified after May 3, 2003, and otherwise s effective at the
beginmng of the first intenm period beginning after June 15, 2003 Our adoption of this statement, certain provisions of which have
been delayed, did not have a matenal effect on our financial position or results of pperations

CERTAIN RELATED PARTY TRANSACTIONS

On Apnl 4, 2001, Anthony Parella, President of Shared Technologies, borrowed $3 0 million from us Mr Parella issued a
promissory note payable to us, which note was payable on Apnl 4, 2004 In September 2001, Mr Parella borrowed an additional
%1 2 million from us Mr Parella 1ssued a full recourse promissory note (the “Full Recourse Note”} payable to us for a total amount of
$4 2 million plus prevwusly accrued interest of $81,564 on the Apnl 4, 2001 note The Full Recourse Note 1s payable on Apnl 4,
2004 This note accrues interest at 2 73% per annum, which was the November 2001 applicable federal rate and interest 1s payable
when this note 15 due In the event Mr Parella resigns or 15 terminated by us for cause (as defined 1n the Full Recourse Note), then this
note will become immediately due and payable Under the Full Recourse Note, we have the right to enforce the repayment obiigation
of Mr Parella by looking to lis personal assets The Full Recourse Note 15 also secured by a pledge of Mr Parella’s Allegiance stock
options, as wel) as 350,000 shares of Allegiance common stock The $4 2 million was used by Mr Pareila to repay certain debt that he
ncurred 1R connection with the purchase of land TFhat debt was secured by Mr Parella’s Allegiance stock and he would have been
forced to sell such stock to satisfy the debt 1f he did not obtam another means of repaying the debt We determined that making the
loan to Mr Parella was in the best interests of our stockholders because 1t allowed him to avoud a forced sale of his shares and instead
be able 1o take the ume necessary to sell us land

The loan 10 Mt Parella 1s reflected in “other current assets™ ut our financal statements 1f Mr Parella does not
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repay his loan under the terms of his note, we will have recourse 10 his Allegiance stock options, shares of Allegiance common stock
and personal recourse

Duning the three and mine months ended September 30 2003, Swidler Berlin Shereff Fnedman LLP performed legal services
for us Andrew Lipman, a member of our board of directors 1s a semor partner at thus law firm We recorded approximately $0 and
$97,000 1n legal fees by this firm tn the three and nine months ended September 30 2003 respectively We intend 10 continue using
this law firm in fiscal 2003 for advice on legal matters

FORWARD-LOOKING STATEMENTS

Certain statements :n this report constitute “forward-looking statements” within the meaning of the Private Secunties
Litgation Reform Act of 1995 and we intend that such forward-looking siatements be subject 1o the safe harbors created by tins law
You generally can idenufy these statements by our use of forward-looking words such as “plans,” “esumates ~* believes,” “expects ™
‘may, " *“will " ““should " or “anticipates™ or the negative or other vanations of such terms or comparable terminology, or by discusston
of strategy that invelve nisks and uncertainties We often use these types of statements when discussing our plans and strategies our
anticipation of revenues frem designated markets, and statements regarding the development of our businesses, possible impact of our
bankruptcy filing on our business, possible actions by the Bankruptcy Court, the Creditors’ Commuttee, our sentor kenders or other
creditors, the markets for our services and products, our anticipated capital expenditures, operations support systems or changes in
regulatory requirements and other statements contained 1n this report regarding matters that are not histoncal facts

We caution you that these forward-tooking statements are only predictions and estimates regarding future events and
circumstances We cannot assure you that we will achieve the future results reflected 1n these statements The risks we face that could
cause us 1ot to achieve these results are many and mclude but are not imited to the risks discussed in this report as well as our ability
to do the fellowing n a imely manner, at reasonable costs and on satisfactory terms and conditions

. our ability to abtain court approval with respect to motions 1n our Chapter 11 cases prosecuted by us from time to
tme,
. our ablity to develop, prosecute confirm and consummate one or more plans of reorgan:zanion with respect to the

Chapter 11 cases,

- nisks associated with third parties seeking and obtaining court approval te termunate or shorten the exclusivity perod
for Allegsance to propose and confirm one or more plans of reorganization, for the appointment of a Chapter 11
trustee or to convert the Chapiter |1 cases to Chapter 7 cases,

. our ability 1o obtain and mainta:n normal and reasonable terms with vendors and service providers and to maintain
contracts that are critical to our operations,

. our ability to perform under and maintain our Level 3 customer contract,

. Daleen Solunions, In¢ 's aplity to perform under its billing services contract,

. the potential adverse direct and indirect impact of the Chapter 11 cases on our business,

. the costs and availlabihty of financing,

. our ability to execute our business plan, including cur ability to provide quahty customer service and develop

efficient operations support systems and other back office systems,

. our ability 1o attract, motivate and/or retain key empioyees,

. regulatory, judicial and legislative developments,

. general economc conditions, and

. the effects of the war 1n Iraq and any other hostilsties or act of war or any terronist attack

You should consider all of our subsequent written and oral forward-looking statements only n light of such cautionary
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s1atements Y ou should not place undue reliance on these forward-looking statements and you shoukd understand that they represent
management’s view only as of the dates we make them

RISK FACTORS

Our businesses are subject to a number of nsks including (1) bankruptcy related nsk factors, and (1) general business and
financial nsk factors Any or all of such factors, which are enumerated below could have a matenal adverse effect on the business
financial condition or results of operations of our company

Bankruptey Related Risk Factors

Our operations may be disrupted due to the filing of the Chapter 11 proceeding On May [4 2003, we filed voluntary
pentions for reliel under Chapter 11 of the Bankruptcy Code The impact that the Chapter | | cases may have on our operations cannot
be accurately predicied or quantified Since the announcement of the amendment to our sentor credit agreement 1n November 2002,
the challenges of selling our telecommumicatons products and services to new and existing customers has increased In particular,
since the announcement of our receipt of a going concern qualification from our independent public accountants in March 2003,
customers have 1n some cases declined to conduct business with our company and certain vendors have enther dechned to conduct
business with us or have asked for deposits tetiers of credit and other forms of security prior to providing services to us In additien,
we have had difficulty in obtaining bid and performance bonds which are requited by some customers of our customer premise
equipment sales and mainienance business We have also expersenced the loss of talented key employees and could expenence more
losses of key talent in the future attributable to our reorganizanon efforts The continuation of the Chapter 11 cases could further
adversely affect our operattons and our current and potenual relationships with our customers, employees suppliers, and other
representatves

Any plan of reorganization thar we propose may not be acceptable to onr creditors and other stakeholders and/or may
not be confirmed by the Bankruptey Court. if our pian 15 not confirmed andror an alternative reorganization cannot be agreed upon
1115 possible that the company may be sold under Secuon 363 of Chapter 11 of the Bankruptey Code

We may lose exclustvity by failing to submit a plan of reorgamization by the end of the exclusivity penod. Allegiance
currently 1s the only party abie to submut a plan of reorganszation in its bankruptcy proceeding However 1f we do not submut a plan
of reorganization by December 16, 2003, or any extension, any party in interest may submit a plan of reorgamzation that may include
the sale of the company pursuant to Section 363 of Chapter 11 Bankruptcy Code

Any sale of the company may not include ail of the assets of the company. There can be no assurances that 1f we enter
into a sale of the company under Section 363 of Chapier 11 Bankrupicy Code that any assets not sold will be operated as a going
concern

Our common stock and high-yield bonds are unsecured and located at our holding company and as & result, a
restructuning of our debt may substantially reduce the value of our bonds and common stock, potentially to zero. We operate
our business through subsidiaries and have no matenal assets at our holding company, Allegiance Telecom, Inc , other than the
common stock of our main operating company, Allegiance Telecom Company Werldwide Our holding company 15 the 1ssuer of our
cammon stock and our high-yield bonds These securiues are not guaranteed by any of our operating subsidianes and therefore have
no claims against the assets of those operatmg subsidianes As such, ail of the assets of those operating substchartes are subject to the
clarms of our senor sectred creditors and our unsecured creditors at our subsidiary operating compantes Moreover, the only matenal
asset of our holding company, the common stock of our main operating company, Allegiance Telecom Company Worldwide, 15
pledged as collateral to our senior secured creditors The rights and claims of vanous credstors and secunty holders will be determined
by a plan of reorgamzation that 1s confirmed by the Bankrupicy Court Under the pronty rules established by the Bankruptey Code,
certatn post-petition liabilities and pre-petiion Liabtlities (i e, our senior secured debt) of a debtor need to be satisfied before
unsecured creditors or stockholders are entitled 0 any distnbution ' We have proposed matenial reductions in our level of semor
secured debt and believe that this 15 required to have a feasible reorgamizanon plan - Any Chapter 11 plan filed by us may provide that
unsecured creditors of subsidianes of Allegrance Telecom, Ine wikl need to be satisfied before any distribution to the unsecured
creditors or stockhoiders of Allegiance Telecom, Inc  As a result, a plan of reorgamzation could result 1n holders of our bonds
recesving httle of no value as part of the plan of reorgamzation Based on current discussions with our creditors regarding a plan of
reorganization, our ¢common stock will probably receive no value as part of the reorgamization In light of the foregoing, we consider
our bonds and common stock to be highly speculative and we caution the holders of such securities that such secunties may ultimately
be determ:ned to have no value Accordingly, we urge that extreme caution be exercised with respect to existing and future
investments 1n any of such secunties and claims
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